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SMALL LOAN DEBT IN THE UNITED STATES 
ROLF NUGENT: 


ECENT attempts to measure the size of the aggregate 
national debt have revealed the scarcity of adequate 
quantitative data concerning debts contracted by in- 

dividuals in their capacity as consumers. Belief in the vital im- 
portance of fuller knowledge concerning debt phenomena led the 
Department of Remedial Loans of the Russell Sage Foundation 
to estimate the outstanding amounts of loans made by licensees 
under the Uniform Small Loan Law and similar regulatory acts at 
the close of each year throughout the history of these statutes.” 
It is anticipated that this study will later be published in com- 
plete form by the Foundation. The purpose of this article is to 
present more promptly and briefly to the business profession the 
results of this study and the methods used in arriving at them. 


RELATION OF THE AREA OF THIS STUDY TO THE 
FIELD OF CONSUMER DEBT 

Outstanding loans of licensees under regulatory small-loan 
statutes constitute but a small part of the debt created by agen- 
cies making cash loans for consumptive purposes; they constitute 
an even smaller part, of course, of consumer debt as a whole. The 

* Russell Sage Foundation, 130 East 22d Street, New York City. 

2 Twenty-six states have such laws. For a list of these, see Table IT, p. 7. 
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timely estimates of the outstanding amounts of various kinds of 
consumer debt made by Dr. Franklin W. Ryan demonstrate the 
relation of the area of this study to the whole field of consumer 
debt. Table I gives Ryan’s estimates. 

The area of our study falls within Ryan’s general division 
“short-term cash loans.’’ Under this heading he includes con- 
sumer loans made by pawnbrokers, industrial banking companies, 


TABLE I 


ESTIMATED SHORT-TERM INDEBTEDNESS FOR HOUSEHOLD 
PURPOSES IN THE UNITED STATES* 
Total Amounts Outstanding 


Class of Financing at End of 1932 
(Millions of Dollars) 

Retail open account debts............... 2,500 
Retail instalment debts................. 1,750 
eee 1,720 
Life insurance policy loans............... 2,500 
Government loans to veterans on life insur- 

ance and adjusted service certificates.... 1,425 
Estimated over-due rent, taxes, insurance 

oc inn eineaiacsd a amie na enon 3,000 
Personal loans between individuals. ...... 1,500 





Total short-term individual and family 
debt in the United States.......... 14,395 
* Franklin W. Ryan, “Short-Term Personal Debts,” Internal Debts 
of the United States, ed. Evans Clark (New York: Macmillan Co., 1933). 
Chap. xi, Table 81, p. 307. 
Dr. Ryan used preliminary estimates resulting from the study which 
we are describing in making his summary. 
and other indorsed-note lenders, building and loan associations 
(against shares), credit unions, axias, banks (through personal 
loan departments or otherwise), remedial loan societies, Hebrew 
free loan societies, employee loan associations, and unlawful 
lenders, as well as the licensed lenders whose loans we have under- 
taken to measure.’ Our own estimate of the total amount of out- 
standing loans of licensees under regulatory small loan statutes 
at the close of the year 1932 is 258 million dollars. Compared with 
Ryan’s estimate of 14,395 million dollars for the total outstanding 
3 Franklin W. Ryan, “Short-Term Personal Debts,” Internal Debts of the United 
States, ed. Evans Clark (New York: Macmillan Co., 1933), Table 82, chap. xi, 
p. 312. 
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amount of “short-term indebtedness for household purposes in 
the United States’’ or even with his estimate of 1,720 million 
dollars for “‘short-term cash loans,” the total outstanding loans 
of small-loan licensees is obviously small. 

The relative importance of the outstanding loans of small-loan 
licensees when compared with other classifications of debt is, how- 
ever, underestimated by comparison of the outstanding amounts 
of each. Many of the items included in Ryan’s estimates are 
debts in an accounting, rather than in an economic sense. In- 
surance policy loans, for instance, are ofiset by cash withdrawal 
values, and loans on adjusted service certificates are offset by ac- 
cruing surrender values at a later date. Similarly, share loans of 
building and loan associations are offset by the ultimate converti- 
bility of matured shares into cash. 

This offset principle may be applied, though with less assur- 
ance, to still other items of debt. Current open-book accounts 
may be offset to a large extent by accruing salary claims earned 
but not paid, or by checking-account balances earmarked by the 
depositor for liquidation of these obligations. To the extent that 
instalment merchants or financing agencies, either in practice or 
by necessity of the legal instruments used, rely on repossessions to 
liquidate instalment claims, instalment debts fall in somewhat the 
same category. 

Even pawnbroking loans cannot be considered as debt without 
qualification. The pawnbroking transaction approximates a sale 
of property on a contract which permits repurchase at an in- 
creased price (measured in terms of interest) within a certain 
time. There is no promise to pay involved in the pawn, or 
pledge, loan; the pawnbroker has a right only against the article 
pledged. Technically, there is no debt involved in pawnbroking 
loans. 

The purpose of the foregoing discussion is not to criticize the 
inclusion of these items in an estimate of aggregate debt, but to 
show that there are important differences in the valence of various 
items of debt. Debt resulting from loans of small-loan licensees 
has a considerably greater importance than a comparison of its 
dimensions with other forms of debt would suggest. It represents 
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debt in its truest sense. The possible offsets against it are negli- 
gible; it can be liquidated only by actual repayment or write-off. 
Its cost is high. 

DIFFICULTIES OF CLASSIFICATION 


The selection for study of an area of debt that is defined by the 
legal status of the institutions creating this debt is not entirely 
satisfactory. While the boundaries of the area covered by this 
study define very generally the purposes for which the debt was 
contracted, the kind of security upon which it rests, the interest 
cost, and the size of individual obligations, they exclude a con- 
siderable amount of debt which has many or all of the same char- 
acteristics. This difficulty of classification, however, is funda- 
mental to an intensive study of any segment of debt and cannot 
be avoided. For the purpose of quantitative measurement, the in- 
vestigator finds his sources of data classified by the legal status 
of the debt-creating agency because reports by public officials are 
usually aggregated according to statute, and because these statu- 
tory divisions usually determine the lines upon which reporting 
associations are organized. 

The choice of this classification of debt was further affected by 
the special interest and qualifications of the Russell Sage Founda- 
tion. Its Department of Remedial Loans, organized before the 
enactment of the first regulatory small-loan law in 1911, has 
maintained an almost continuous study of the small-loan prob- 
lem. Its files contain much data which would not be available to 
the most painstaking investigator starting his inquiry currently, 
or which could be collected by him only with great difficulty. 
The special knowledge of the Department also suggested the de- 
sirability of its undertaking the estimates which the wide gaps in 
reported data required. 

THE KIND OF DEBT INCLUDED IN THIS STUDY 

The loans made by licensees under the Uniform Small Loan 
Law and similar regulatory statutes may be generally described 
as follows: 

1. They are predominantly loans for consumptive purposes. 
Occasionally a small business man borrows to meet his pay-roll, to 
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repair his store, or to make an exceptionally favorable purchase 
for cash; a boarding-house keeper, to furnish additional rooms or 
to pay taxes; a taxi driver, to repair his car; or a farmer, to buy 
live stock or equipment. The largest company operating on a 
national chain basis reported that 8} per cent of approximately 
300,000 loans made by it in 1932 were for business purposes.‘ 
This ratio of business loans is probably representative of all the 
loans covered by this study. Among the consumer loans, the 
repayment of past-due debts, purchase of coal and furniture, 
medical expenses, taxes, insurance premiums, and house repairs 
are typical reasons for borrowing. 

2. They are limited to $300 or less in amount by the regulatory 
acts themselves. The minimum loan of some companies is $50, 
of many $20, and of a few, as low as $10. The average loan made 
during 1932 in the United States was approximately $130. 

3. The predominant security for loans is a chattel mortgage on 
household furniture. Approximately 80 per cent of the total 
amount of outstanding loans is so secured. Some to per cent is 
secured by the signature of two or more co-makers or indorsers, 
and the remaining 1o per cent is secured by wage assignments, by 
miscellaneous security, or by plain promissory notes. 

4. They are repayable almost without exception by instal- 
ments. The usual repayment schedules cover from five to twenty 
months. 

5. They are necessarily high-cost loans. Interest charges range 
from 1} per cent to 33 per cent a month, varying with the nature 
of the security and the size of the loan. The most common in- 
terest rates are, in order, 33, 3, and 2} per cent a month. The 
average rate charged during 1932 was approximately 3 per cent a 
month. 

AVAILABLE DATA 

The first step in this study was to collect from the files of the 
Russell Sage Foundation and the New York Public Library fig- 
ures on the amount of outstanding loans reported by state of- 
ficials, by state associations of licensed lenders, or by individual 
companies. These data were assembled by states and sent to the 

4 Household Finance Corporation (Chicago), Annual Report for 1932. 
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supervising official and to the lenders’ association, or a prominent 
small-loan company in each state for which the data were in- 
complete, with the request that they supply or refer to the source 
of any additional data. The extent of the data collected for each 
state in which regulatory laws are in effect is recorded in Table II. 

These data were supplemented somewhat by estimates of out- 
standing amounts in several states for 1925, 1928 and 1932 made 
by men prominently associated with the small loan business in 
these states. 

Obviously, there were wide gaps in the available data which 
could be filled in only by estimates. The immediate problem was, 
therefore, to devise methods of estimating which would avoid 
arbitrary guesses and reduce the factor of error as much as pos- 
sible. Two possible approaches were suggested by the nature of 
the data: The first was to apply the average amount of outstand- 
ing loans of each licensed office in states for which both the num- 
ber of licensees and outstanding volume of loans were available to 
the states for which the volume of loans was not available. Through 
reports of supervising officials or lenders’ associations, the approxi- 
mate number of licensees was available for every state for a few 
years or for the entire period of regulation. The second was to 
attempt to apply the trends in the amount of outstanding loans 
established in states with complete data to states with inade- 
quate data. Both methods required experimentation to deter- 
mine the extent to which they could be relied upon. 


EXPERIMENTATION WITH THE AVERAGE SIZE OF 
LICENSED OFFICES 

Comparison of the average amount of loans outstanding per 
licensed office in the 16 states which reported the necessary data 
for 1931 showed wide variations in these averages. The highest 
average amount per office, approximately $175,000, occurred in 
New York. The lowest, $44,200, occurred in Maine. Variations 
in the average amount per office could be related only slightly to 
characteristics of states in which they occurred. Although, in 
general, states which had large urban industrial centers had 
higher average amounts of outstanding loans per office than the 
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others, Massachusetts, Illinois, and Pennsylvania reported lower 
average amounts per office than Wisconsin, Missouri, and Michi- 
gan. 

The most important determinant of the size of licensed offices 
was not the character of the state in which they were located, 
but the nature of the individual offices themselves. The average 
amount of outstanding loans of branch offices of chain companies 
was consistently much larger than the average for independent 
licensees.’ Differences in the average size of offices between 
states resulted primarily from differences in the proportion of 
chain and independent offices. For instance, in Massachusetts, 
where chain and independent offices were segregated in a study of 
costs and earnings in that state,° the average amount of out- 
standing loans per chain office on September 30, 1930, was 
$124,000, while that of independent offices was $46,000. A similar 
study in New Jersey’ showed the average amount of outstanding 
loans per office on November 30, 1928, to be $144,000 for chain 
licensees and $30,000 for independents. 

Among independent offices, differences in average size be- 
tween states resulted primarily from differences in the proportion 
engaged solely in the small-loan business and those engaged in 
other activities. The latter frequently had very small loan-bal- 
ances. In Illinois, for instance, where official reports segregate 
licensees engaged solely in the small-loan business and licensees 
engaged also in other activities, the average loan-balance of the 
former was $98,000 and of the latter, $19,000 at the close of the 
year 1931. The offices engaged solely in the small-loan business 
included both chain and independent offices. 

The size of branch offices varied considerably among different 
chain companies and this variation was relatively consistent re- 

5 It is generally conceded in the small-loan industry that the minimum practical 
amount of outstanding loans for chain companies ranges from $75,000 in small com- 
munities to $125,000 in larger ones. Independent companies may be operated 
profitably with as little as $30,000 in outstanding loans. 

6 Pace, Gore, and McLaren, private report to the Massachusetts Association 
of Personal Finance Companies for the fiscal year 1930. 


7 Pace, Gore, and McLaren, Financial Aspects of the Small Loan Business in New 
Jersey (Trenton: New Jersey Industrial Lenders Association, 1929). 
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gardless of the state in which branch offices were located. The 
Household Finance Corporation reported the average amount of 
outstanding loans in its 149 offices at approximately $300,000 per 
office at the close of 1931.° For the second largest company,’ the 
average amount of loans outstanding per office was estimated at 
$135,000 at the close of 1931. From data contained in the annual 
reports of other chain companies, estimates of the average amount 
of loans outstanding in 1931 ranged from $70,000 to $150,000. By 
identifying the branch offices of chain companies, it was possible, 
therefore, to arrive at still closer approximations. 

The result of these inquiries was the conclusion that, where 
necessary, the amount of outstanding loans in any state in recent 
years could be measured with reasonable accuracy by identifying 
the kind of licensees and the names of chain offices operating in 
each state and by consideration of the size of community in which 
they were located. Application of this method to several states in 
which the amount of outstanding loans was known produced 
figures which came within to per cent of the reported amount. 


EXPERIMENTATION WITH TRENDS 


Experimentation with the second method of approach to esti- 
mating produced equally interesting results. The amounts of 
loans outstanding at the close of each year for the four states 
which furnished complete reports were plotted on a ratio scale. 
The curves joining these points demonstrated such a smooth flow 
that the missing figures for the second group of states” were in- 
terpolated without fear of serious error. These curves for the 
second group of states were then plotted on the same chart. 

The resulting diagram gave at first glance little indication of or- 
der. Violent variations of some curves from the regular, rising trends 
displayed by the others were, however, due to assignable causes. 
In New Jersey, a severe reduction in the maximum interest rate 
in 1929 precipitated the rapid liquidation of loans until 1932, 


8 Household Finance Corporation (Chicago), Annual Report for 1931. 


° Beneficial Industrial Loan Corporation reported outstanding loans of 42 million 
dollars in “more than 300 offices.” 


1° See Table IT. 
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when an increase in the interest rate again reversed the trend. In 
New York, where a low maximum interest rate had attracted a 
negligible amount of capital into the small-loan business prior to 
1931, a change in the interest rate in that year sent the amount of 
outstanding loans soaring. The entire New York curve and the 
segment of the New Jersey curve from 1929 to 1932 were there- 
fore eliminated. The remaining curves for those states which had 
enacted small-loan laws prior to 1920 were then reproduced and 
superimposed at the point representing the close of the year 1928. 
The resulting diagram is given in Figure tr. 

The similarity in the direction of these curves is immediately 
apparent. From 1921 to 1929, the New Jersey and Ohio curves 
were almost identical, and the Connecticut curve closely approxi- 
mated them from the time the first Connecticut figures were avail- 
able. The Maine curve, however, began to rise much later than 
the other curves and the Massachusetts and Virginia curves were 
consistently above the other four during these years. 

There is considerable evidence that the divergence of these 
curves was due to circumstances in each state. Before the passage 
of the regulatory small-loan act in Massachusetts in 1911, the 
legal setting for lending small sums was favorable to the lender. 
He could charge high rates without fear of prosecution, or serious 
risk of loss through invalidation of his contracts by the courts. 
Although the act of 1911 limited the maximum interest rate to 3 
per cent a month, the supervisor of loan agencies ruled that lend- 
ers might charge additional fees which resulted in very high rates 
of charge when applied to the smaller loans. Consequently the 
law had no restrictive effect and the amount of loans outstanding 
continued to increase without interruption. In 1916, fees were 
prohibited by legislation and the business of those lending smaller 
sums declined rapidly (see “a” in Fig. 1). 

This decline, however, was soon offset by the rapid organiza- 
tion of Morris Plan companies whose loans of $300 or less came 
under the regulations of the small loan law. The lower interest 
rate and higher credit standards of these companies resulted in 
loans considerably different from those made by most other 
licensees. Since Massachusetts is the only state in which the 
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Fic. 1.—Trends of amounts of outstanding loans made by licensees under regula- 
tory small-loan laws in six states which enacted such statutes prior to 1920, and for 
which complete or nearly complete reports of outstanding loans are available. 
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loans of Morris Plan companies represent a large proportion of 
total amount of outstanding loans," their inclusion undoubtedly 
affected the form of the Massachusetts curve. By including only 
one-third of the outstanding loans of the Morris Plan companies, 
the Massachusetts curve can be made to parallel closely the Ohio- 
New Jersey—Connecticut curves after 1920. 

The divergence of the Virginia curve appears to have been 
caused by a higher interest rate from 1918 to 1922. As in Massa- 
chusetts, an extensive small-loan business had developed prior to 
the passage of the regulatory act. Most of these lenders lent very 
small sums. The Virginia small loan act of 1918, unlike those of 
other states, permitted a charge of 5 per cent a month on loans of 
$50 or less. Although this rate was lower than that commonly 
charged before the passage of the act, it was sufficiently high to 
permit profitable lending in the denominations that were cus- 
tomary prior to passage of the act. Consequently, the existing 
lenders became licensed and increased their business. In 1922 
(see “db” in Fig. 1), an amendment to the act eliminated the higher 
rate on loans of $50 or less. But the higher rate originally allowed 
had broken the initial impact of the regulatory law on the existing 
small-loan business and compelled little liquidation. 

The form of the Maine curve is probably due to its geographic 
isolation. From 1917, when the law was enacted, to 1924, licensees 
under the act were generally lenders who had operated under an 
earlier and very ineffective act. These lenders continued their 
business much as before, but were unable to secure additional 
capital. The chain companies, whose expansion provided most of 
the increase in other states, avoided this state until 1924. In that 
year several independent offices were bought by a national chain 
company. Once having entered the state, it was necessary to ex- 
pand the loan balances and open additional offices in order to 
make an effective unit for supervision purposes. Within three 
years, the Maine curve had risen to the level of the New Jersey- 
Ohio—Connecticut curve and followed it closely thereafter. 


1 Morris Plan loans constituted more than half of the total outstanding amount 
in Massachusetts from 1917 to 1925. In many states, Morris Plan companies are 
incorporated under special industrial banking company acts. In other states, 
where they are licensed under the Uniform Law or similar statutes, their loans 
constitute but a small part of the total amount outstanding. 
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The deviation of the Ohio and New Jersey curves prior to 1920 
seems to have been caused by differences in the legal status of 
small loans prior to passage of regulatory acts. In Ohio a small- 
loan act of 1911 had legalized certain fees which, by repetition, 
could be made to produce high rates of income without breaking 
the law. This encouraged the development of a relatively stable 
small-loan business. Some lenders had large investments in the 
business and charged moderate rates for loans ranging usually 
from $40 to $300. Other lenders, undoubtedly the great ma- 
jority, had small investments and charged higher rates on still 
smaller loans. The first group of lenders found little difficulty in 
adjusting their business to the 1915 act and lending in the larger 
denominations continued to expand. Those lenders who had 
made very small loans at higher rates could not, however, lend 
profitably under the new act. Some branch offices of.chain com- 
panies liquidated and transferred their funds to other states; 
others combined their offices or increased their capital, became 
licensed, and attempted to adjust their businesses to the act. 
Many independent lenders, having small amounts of capital and 
no means of increasing these amounts, gradually liquidated. The 
Ohio curve from 1915 to 1920, therefore, appears to be the re- 
sultant of the opposite trends of two kinds of lending. 

Unfortunately, the reports of the state of Ohio do not permit 
the segregation of outstanding loans of these two kinds of small- 
loan businesses. The general accuracy of this assumption, how- 
ever, is supported by data from Massachusetts. For a number of 
years the supervisor of loan agencies in Massachusetts segregated 
secured and unsecured loans. This division is a crude measure of 
the division between loans of very small sums and of larger sums 
because loans made without security were usually of very small 
denominations. The curve joining points representing the out- 
standing amounts of secured loans is similar to the New Jersey 
curve except for a bulge between 1912 and 1916 caused by fee- 
charging. Outstanding unsecured loans declined regularly after 
1916. 

In New Jersey, prior to the enactment of the small-loan law 
of 1914, the small-loan business was distinctly an outlaw one, 
subject to prosecution and invalidation of loans. Under these con- 
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ditions most lenders lent in small amounts at high rates and the 
capital of individual offices was small. The enactment of 1914 
found but few lenders equipped to lend profitably under the act. 
Only a few submitted to license and the subsequent growth of the 
business required the accumulation of capital from new sources. 
The New Jersey curve represents the trend of outstanding loans 
of but one of the two kinds of lenders included in the Ohio curve. 

While the necessity of explaining so many deviations would 
seem to suggest that disorder rather than order was the character- 
istic of these curves, it must be pointed out here that the states 
for which complete or nearly complete data were available for- 
tunately included most of those in which rate changes or other 
circumstances affecting trends in the business occurred. Only in 
West Virginia, among the states which provided little or no data, 
was there a question of the effect of a change in rate on the trend 
of outstanding loans during the period covered by this study.’ 

The tendency of the New Jersey, Ohio, and Connecticut curves 
to approximate each other after 1920, and of the Maine curve to 
join them after chain lending had begun in that state was clearly 
more than coincidental. When the few reported figures for the 
third group of states—those which reported data for four or more 
years—were superimposed on these curves, they tended to con- 
firm the hypothesis that normal trends could be identified and 
that the forms of these curves could be related to the geographical 
location of the state and the legal status of the small-loan business 
prior to regulation. The few figures available for New Hampshire 
followed the Maine curve, but the rise began somewhat earlier, as 
might be expected because of the proximity of its cities to Massa- 
chusetts. Utah and Oregon, being even more isolated from other 
profitable locations for loan companies, showed a still later rise. 
The limited data available for Michigan and Pennsylvania sug- 
gested a close relation to the New Jersey curve, while data for 
Illinois, and estimates for Indiana based on the kind of licensees, 
closely approximated the Ohio curve. 

Among the states which enacted small-loan laws since 1920, 


” Rate changes occurred also in New Hampshire, Connecticut, Michigan, and 
Indiana in 1933. 
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curves based on complete or nearly complete data rose more 
rapidly but demonstrated, in modified form, characteristics of the 
curves for states whose regulatory laws covered a longer period. 
The same conditions appeared to determine the form of these 
curves. 
OUTSTANDING LOANS IN EACH STATE 

Limitations of space and of the interest of the general reader 
prevent a record here of the individual considerations upon which 
estimates for each state were based. In all cases, the trend in 
other states in which conditions were similar, the number (and 
identity when available) of licensees, and changes in urban popu- 
lation were used in arriving at final estimates. As these estimates 
were carried backward toward the date of enactment of regula- 
tory small-loan laws, the factor of error increased considerably, 
but it seems probable that our estimate of outstanding loans in 
any one state for any year is within 25 per cent of the actual figure 
except where the number of licensees was very small. It seems 
likely, also, that these inaccuracies offset each other somewhat 
when absorbed into the aggregate figures for all states. Consider- 
ing the proportion of reported data included in our final aggregate 
figures, it seems safe to set the probable limit of error at 10 per 
cent for the earlier years. The frequency of reported data and the 
greater accuracy of estimating for recent years probably reduced 
the factor of error to 5 per cent for 1929 and 1930 and to 3 per 
cent for 1931 and 1932. 

The final reported or estimated figures for each state are re- 
corded in Table III. 


TREND OF SMALL-LOAN DEBT 

The total amounts of outstanding loans in all states throughout 
this period cannot, of course, be taken as an index of the trend of 
small-loan debt in the United States. The increase in amount of 
outstanding loans is greatly exaggerated by the increasing number 
of states included in the totals. For an accurate description of the 
trend of this kind of debt, we should perhaps refer back to Figure 
1. Since these curves for individual states fail to give any con- 
ception of the relative weight of each curve in the aggregate fig- 





“SSOUISNG BULUY JUIUWTLISU! 9y} UI Ajajos paseZua saesuao1 Zurpnjoxy t 
‘ssauisng Zuryoiqumed ay} Ul Ajajos paseZua saesuao1] Surpnjoxy | 
“398 UvO]-[[ewWs 943 Aq poze[NFa av SURO] 9SOYM 3Nq PIsUdd!] JOU 91e YY $19}IBYD JAIjRISIZa] [eIDeds JapuN ZurNnessdo saruvdurod Om} Zurpnpouy » 
























































ERI 'gSzizz1‘glz|foo'ggzigll*‘ ve ee fo‘ gz1/61b‘06\glo‘ol|zg6‘ S| tog‘ ft big‘ hE Sn SO POTN PUR See Ct aee eS TREE'S §°** theese jeI0L 
O0S'S looSte Joes ceecfece eee tfere eee efere eee: peeseebatecednceoes sccveckoecceddessscnhcesese veee re SP Serer wYYTT PITT TTT ere terms0s{e> 
009 00S ore 0g MUTTTE TITTLE TUTTE. PEELE: LETT) CETL: TUTE TREE CURTTE TETEE: PTET Crerie: CYTeeTe. PLTTTT. LTR TTT eee gg 
00g'g |oor'£ |oo$‘g joot's loor'z PPTee PETTY TTTE TLTTe 060 ovcevelscees sour stolovese sooo vers[eeeeeeloeeeeeeeeeessopupIgMory 
188‘g jobr‘Z lorr‘Z |10r‘g jolt‘ joootz |--:::: ssneeiasoves saeccedoceces YTTr Tite occeteoese couse cess dod eboaveceseavens UISUODSI.MA 
1rb'g |bol‘or |€zg‘or |zSb‘or |zt1‘g |ooste |oseer seers: Sebenehacescelesvene séccohoovoes ecccclooccccheccceciooces nanos TTTTITT TTT UNOSsi 
zex‘z |sS1‘z losg‘1 |joot‘r |006 oo osz os WYTTT TLTTE Tite TTTTT PETE somleienes vee Cvocckceseceloccesccsccoens }epuopy 
~” 
iT 7) coo'r loot: |oootz loogtz jooz‘¢ loot‘e loos: joog |-°--: Scccskecosecisoces ee6 SO seencccmlencseshonvecdcosevaboooceoeses RIUISITA 389.44 
x cot‘: joos'r joo‘: jooz‘1 |osg 009 ort oof Sonshb 60d eS eHeeeeeucehasecodecercahvescesececesssercechsssseeleaseseaces aassouuay, 
Z, oog'¢ jooz‘t floor‘ joog'f joog‘z |joor‘z joog‘r jooS‘ loot‘: jooz'1 |****"*|---+* TTT TUTTE eee Pee eee eter TTT Terres puysy apoyy 
7) fSg‘1e joog‘tz jooS‘*fz jooo'G1 jooo‘f1 jooS‘g jooS‘S joog‘f jool‘z jooo‘e joo$‘i jooz's [***** "| sss ptt inchs ‘Meade <ippabeees aishebdickkaetsa.. uesIQo yy 
SS 199'9 |S£L‘L |ooz‘z |oos's looz‘'¢ foor‘z |oog‘r joof'r joor‘r |oS6 oSg 00g gecveshooscesloveves ecvcshecccochococeshovcsoscccessccoedt BMOT 
onl 006‘ jooz'S joor‘S joog'f jooz‘z joob‘r jooo'r joog os obs oft ose oof vhabaih: aphete etches. wiedahshihe satedtigpadstintyteagieke. B131095) 
fx ooo'r jooz‘r |oS6 009 oos ogt oft jozt jobz ogI 111 ol se tg: chetehhe indlake: \aiidahy dalekinh: \chasbcbiendeliabeote euozuy 
fo) oSt‘g joof'6 jooz‘6 joot‘g jcob'g joo6‘t joog‘'f joS1‘f joot‘z joog‘r jooz‘1 j006 ool a erent tahdinks’ babchtol: cigtsbaids ‘setpetelebitetsl: ynon.0uUU07) 
cog‘ jof6‘b jool't jofo‘b jooo‘f jo$f*z joSo‘ze joLL‘1 jovS$‘1 jogh‘r jozt‘1 joSo‘r joSZ 00g en ee ee ee ee tee er teers BIULSIIA 
a ocoS‘'L joco'g joog‘l jocotl jooo‘S joog'f joog‘z joor‘z joSZ‘1 joov‘r joSi1‘r joS6 098 org — sees PERSE TORENT AT eEe ee SE we puryAiey 
, 4 ooz‘r joSz‘r jzz1‘r |006 ool ofs ost osz ogi of! Sir Sor oor $6 06 a ae teeesteresss*QuTSdUIeET MONT 
4 oo0$‘S1 jooo‘l1 joo$‘gr jooS‘t1 jooo‘r1 jool‘g jooo'l jool‘S jool‘t |o06‘f loot‘ joo6‘z joog‘z joSf‘z joof‘z jooS‘*z |****: iubate sishiplebies: ‘+ ** | eueipuy 
=) oo1'6z jooz‘zf jooo‘ if joo$‘Sz jooS‘g1 jooo‘ tr joog‘orjoog‘g jooo's joog‘S joog*t jooo't joog‘f joot‘f joSf*e joot't . RESMEERS CES SORSEOEED soul] 
fo) oog‘r jog6‘r jot6‘1 jogl‘1 jozh‘1 joSi‘r joSg oos osz Sgr olr ogI esr ost og! OSI shines, idniibieichaia “° "OUR Ay 
=, e00'0§ joco' PS jooo'f$ jooS‘gb jooo' tf jooo‘Sz jooS‘g1joo$ ‘f1\o00‘or/o0g‘£ joo0*g joog't joot* jool‘z joof*z joog’r joSg‘r joov‘r |*****'**** vruBalAsuuag 
x 00'S loco‘ gf jooo‘6E jooo‘ PE joo0‘Sz jooo'gr jooo‘f1/00g‘6 joo$‘Z joco'g |006‘t jooo‘h loot‘ jooo'f joSg‘z joog‘z jooo'f joof'f [sss tts terres: sorgo 
= €zz‘e |LSL‘e j1bf‘z jooS‘r j006 009 ott ogt off 062 ote oor oll Str ori oor og of REE TELOEER FOES juo%219 
= zor‘or |€fz‘g |£66‘z jgg6‘1 |fog‘'r |phS‘r jlof‘r |fLi‘1 jpzo‘r |S$g6 os6 $g6 Leg 94g 162 1gg 192 ae (ee reeseensenses 440 MIN 
ESz'g jgOE‘S ighG‘L j[G6bS‘oz |100‘61 |Gof‘fz jzzl‘G [See's igig‘sS |hig'h iglL‘f |6S6‘e |b‘ |1b1‘T |gSL L£eL ols a” . nee vee ees es Aasiaf man 
o00'gI j006‘gr lool‘Z1 jooo'S1 jooo‘1I jo06‘g jooS‘L joo¥‘g jooS‘S joSg't joo6‘f j6Lz‘€ jgogl‘z |11g‘e |16S‘ze |SSS‘z jobr‘e joSf*z |-******: #8} ISNQoIVsse py 
ctor 1261 of61 6z61 gz6r Lz61 | gc61 | Sz61 | be6r | Ez61 | cz6r | 1261 | oz61 | 6161 | gr6r | L161 | g161 | S161 3383S 






























































(sae[]oq] Jo spuvsnoyy) 
z£61 NI NOLLVTISIOA’T HONS ONIAVH SALVLS 92% NI SALALVLS 
AXYOLVINOAY AVTIWIS GNV MV’ NVO'T TIVWS NYXOdINO AHL YAAGNA SAASNAOIT 
— Ad ACV ‘NOILV1N9AY AO GOIWAd AHL LNOHONOAHL ‘SNVO’'J DNIGNVLSLAO AO SLNNOWNY GaLYOdAY AGNV GALVWILSY 


Ill ATAVL 





SMALL LOAN DEBT IN THE UNITED STATES 17 


ures, we have undertaken to estimate the trend by the crude and 
very arbitrary method of assuming a constant geometric rate of 
growth in each state between the close of the first year during 
which the regulatory law was enacted and 1880,"* the approximate 
date of origin of the small-loan business as a distinct commercial 
enterprise. These estimates are, of course, highly unsatisfactory, 
but in the absence of any means of accurate measurement they 
will give a better picture of the aggregate long-term trend than 
could be had by inspecting the curves for individual states. Figure 
2 records the curve representing these estimates. 

This curve demonstrates an amazing increase in the kind of 
debt we have undertaken to measure. From 1915 to 1930, the 
average rate of growth was approximately 20 per cent a year com- 
pounded annually. From 1920 to 1930, the rate of growth ap- 
proximated 25 per cent compounded annually. In 1931 the rate 
of growth declined severely and in 1932 there was a decrease in 
the outstanding amount for the year. At the close of the third 
quarter of 1933, reporting loan companies showed further sizeable 
decreases in outstanding loans. It is obvious, however, that small- 
loan debt shows no tendency to be liquidated by depression at the 
rate that brokers’ loans, for instance, were liquidated with the 
bursting of the “new era” bubble. Furthermore, there is some 
indication that with any increase in the credit capacity of con- 
sumers the upward trend will be renewed. 


FUTURE TREND OF SMALL-LOAN DEBT 


In Figure 2, we extrapolated the curve of small-loan debt back 
to 1880 with scarcely an apology to the reader for our temerity. 
However inaccurate the form of this curve may be, it was at 
least anchored at both ends by defensible estimates. To extra- 
polate this debt curve into the future is quite a different problem. 
The most thoughtful estimate would still be a rank guess. 

Two considerations, however, have a bearing on the future 
trend: The first is the ratio of current borrowers to potential 


13 The year 1775 is generally accepted as the approximate date of the beginnings 
of the business. Since estimates had to begin with a reasonable minimum, the year 
1880 was selected and the amount of outstanding loans in that year was arbitrarily 
fixed at one million dollars for all states. 
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Fic. 2.—Trend of estimated amounts of outstanding loans, at the close of each year 
from 1880 to 1932, made by licensees under regulatory small-loan laws or by unlicensed 
lenders making similar loans prior to regulation, in the 26 states having effective reg- 
ulatory laws in 1932. 
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borrowers. The second is the nature of the curves that result from 
a segregation of outstanding amounts in large cities and else- 
where. 

According to the 1930 census, the total population of the 26 
states included in this study was 87,917,000. The urban popula- 
tion was 56,925,000. Part of the rural population undoubtedly 
lived within the trade area served by licensed lenders, but many 
communities considered urban for census purposes were too small 
to attract licensed offices. We have assumed that the urban popu- 
lation is a fair measure of the number of people living within the 
trade areas covered by licensed small-loan offices. 

Not all of the people living in these trade areas are potential 
borrowers from small-loan licensees. Dr. Neifeld, statistician for 
the Beneficial Industrial Loan Corporation, has attempted to 
measure the number of potential customers of small-loan licensees 
by applying the classification of population by standards of living 
made by Dr. Nystrom™ of Columbia University. Neifeld con- 
cluded that persons in the two lowest standard-of-living classes 
defined by Nystrom, “‘public and semi-public charges” and “the 
work shy,”’ and those in the two highest classes, ‘“‘well-to-do” and 
“liberal,” are excluded by reason of these characteristics from 
small-loan service; that people in the four intermediate classes, 
“bare subsistence,” “minimum for health and efficiency,” “‘mini- 
mum comfort,” and “comfort,” are potential customers; and that 
part of those in the two marginal classes, “poverty”’ and “‘mod- 
erately well-to-do,” are potential customers.’® If we add one- 
third of the estimated number of persons in the two marginal 
classes to the total estimated number of persons in the four inter- 
mediate classes, the resulting number is approximately 75 per 
cent of the population. 

Among those who are potential customers of licensed lenders by 
virtue of their standard of living, some must be excluded because 
they have ample cash resources, bank credit, or other credit facili- 


™4 Paul H. Nystrom, Economic Principles of Consumption (New York: Ronald 
Press Co., 1929), chap. xii, pp. 277-312. 

*M. R. Neifeld, The Personal Finance Business (New York: Harper & Bros., 
1933), P- 231. 
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ties. The relative number of these exclusions increases with each 
higher standard-of-living class. Our guess is that 10 per cent of 
those who are potential customers by reason of location and 
standard of living must be excluded because of savings and other 
credit facilities. This reduces the number of potential customers 
to 67.5 per cent of the urban population or approximately 
38,424,000. Since borrowing from small-loan licensees is almost 
entirely on the basis of the family unit, we have reduced this 
figure to 9,371,000 families by dividing by 4.1, the average size of 
family according to the 1930 census. 

The average amount of individual outstanding loans in all 
states at the close of 1932 was very close to $100. Applying this 
figure to our estimate of outstanding loans, there were approxi- 
mately 2,582,000 loans represented in this total. Although the 
intent of regulatory laws and the practice of individual companies 
is to minimize duplicate borrowing, some allowance must be made 
for those borrowing currently from more than one company. We 
believe 20 per cent of these loans may represent duplicate borrow- 
ing. The conclusion is, therefore, that 2,066,000 persons out of 
9,371,000 potential customers were borrowing from licensed 
lenders at the close of the year 1932. 

The social justification of small loans at high interest rates lies 
in the assumption that these loans are, in the aggregate, remedial 
—that they meet pressing emergency needs and that they can be, 
and are, repaid over a reasonable period of time. Considering the 
frequency of emergencies in modern family life, it is not surprising 
to find that 22 per cent of those families whose principal or only 
source of credit is the small-loan licensee are currently indebted 
to these lenders. However, if the former rate of growth of out- 
standing loans should be restored, the prevalence of small-loan 
debt would soon be significant of a chronic pathology in family 
budgets demanding major operative surgery. 

Further analysis of the curves themselves suggests that the 

%6 Since the Nystrom estimates were made during the prosperous year, 1928, 
it is probable that there has been a considerable change in the number of people in 


each standard of living stratum. This change has undoubtedly resulted in a net re- 
duction in the number of potential borrowers. 
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former rate of growth will not recur. It was possible to divide the 
amounts of outstanding loans reported for several states by the 
cities in which these loans were contracted. In many large cities 
the rate of growth had begun to decline perceptibly by 1927. It 
was the rapid extension of small-loan service to still smaller towns 
which maintained the high rate of growth from 1927 to 1930. 
This form of expansion was similar to that resulting from the ex- 
tension of regulatory laws to additional states. It had definite 
practical limits which apparently were reached in 1931. While the 
decline in the aggregate amount of outstanding loans during 1932 
was undoubtedly a depression phenomenon, it is reasonably cer- 
tain that had the depression not occurred the rate of growth 
would have been small. It seems likely that debt contracted un- 
der the regulation of the Uniform Small Loan Law and equivalent 
statutes is becoming asymptotic to a maximum which may be 
expected to vary with population and average wages, but which 
at the current level of population and wages is not greatly in ex- 
cess of the present amount of this class of debt. 








OWNER’S EQUITY IN BANKS AND IN 
OTHER CORPORATIONS 
LEWIS A. FROMAN? 


INCE the bank crisis of March, 1933, a great deal has been 
said about the faulty handling of other people’s money. 
Critics have had in mind primarily the field of banking. 

What follows is not an attempt te prove or to disprove the guilt 
of bankers in this regard, but rather to compare the extent to 
which various business organizations, including banking, use, in 
the normal operation of their business, other people’s money. 

Almost no large modern business is limited in its dealings by 
the amount of funds furnished it by its owners. We have come to 
expect the “owners’ equity,” “proprietorship,”’ or “‘net-worth” 
account to be only a portion of the total resources. But has not 
this equity been too “thin” in some instances? Undoubtedly, 
specific cases may be found where this has been the case, but in 
the subsequent discussion an attempt will be made to show gen- 
eral tendencies in certain fields rather than exceptional cases. 
Particular attention will be paid to the comparison of the ‘‘thick- 
ness of the owners’ equity”’ in the field of banking with that exist- 
ing in the industrial and public-utility fields. We shall examine 
the banking field first. 

BANK EQUITIES 


The more important items which appear on the typical com- 
mercial bank? balance sheet would include (in thousands) : 











Resources: Liabilities: 
Cash and reserve........ $ 225 OT 
Investments............ 600 ee are 150 
Loans and discounts. .... 1,400 Undivided profits........ 25 
Building and equipment. . 50 Pepests. .......... ... 2,000 
$2,275 $2,275 


t Instructor in economics and finance, University of Buffalo. 
2 Commercial banking, i.e., banks whose primary function it is to grant loans and 
receive deposits, will be the principal consideration here rather than savings, in- 


vestment, or private banking. 
22 
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The owners’ equity® in this case consists of the total of the 
capital, surplus, and undivided-profits accounts. These are the 
outstanding equity accounts and the ones which will be used 
throughout this discussion.‘ What is the significance of these ac- 
counts? From the depositor’s point of view at least the total of 
these accounts, $275, represents the amount which the assets 
might shrink and the bank sti!l remain solvent.’ The owners’ 
equity, in this case, is approximately 12 per cent of the total re- 
sources, and if 14 per cent of the investments were to become 
worthless and 14 per cent of the loans were not collectible, this 
bank would have obligations which exceeded its resources, and 
thus be insolvent. 

To come now to a review of the entire banking field we find that 
on January 1, 1933, the 18,233 banks in the United States had 
ownership accounts totaling $7,638,096,486 and their total re- 
sources were $56,582,873,938. Therefore the ownership equity 
represented 133 per cent of the total resources of the banks of 
this country. 

Before commenting on the adequacy of this 133 per cent equity 
figure for banks in general, or comparing it with the percentage 
which ownership accounts are of total resources in other fields, 
let us break down this figure in an attempt to discover how repre- 
sentative it is. We find the figures given in Table I for the vari- 
ous classes of banks for June 30, 1931. 

From these figures one would conclude that, in spite of the fact 
that there exists some wide discrepancies in the percentage of 
owners’ equity accounts among the various classes of banks, there 
is a great deal of uniformity, since some 19,000 of our 22,000 (na- 
tional plus state commercial) banks, when taken in the aggregate, 
show percentages which are much the same. 


3 The term “‘owners’ equity,” rather than “proprietorship” or “net worth’ has 
arbitrarily been chosen to designate the ownership accounts and will be used 
throughout the remainder of this article. 

4 Certain reserve accounts, of course, may be equity accounts, but since each 
reserve account would call for individual treatment, it is necessary to disregard 
them throughout this discussion. 

s On the assumption, of course, that the assets were not overstated in the begin- 
ning. Certain difficulties would likewise arise as soon as the capital stock account 
was impaired. 
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What has the size of the bank to do with the proportion of re- 
sources furnished by owners? The Report of the Compiroller of the 








TABLE I 
Type Number + 

National Gatks...........:. 6,805 13.1 
PTI ois cence aes 15,266 13.7 
oO | ee eee 12,259 13.9 
Loan and trust corporations 1,469 16.5 
SOOCK GAVINES........5555 654 7.8 
Mutual savings*.......... 600 10.1 
ae ere 284 16.2 
| RE ee ee mete 22,071 13.5 


on oa. owners’ equity accounts include only surplus and undivided 
Currency gives us this information for the national banks as of 
December 31, 1931.° The figures are as given in Table II. 

If national banks may be assumed to be representative, then 
we may say that the relative amounts of funds furnished by the 


TABLE II 

Amounts of Capital bm a —— 
a ee 1,690 14.3 
$ 50,000 but less than $ 200,000....... 3,432 14.2 
200,000 but less than 900,000....... 814 13.8 
500,000 but less than 1,000,000....... 233 13.9 
1,000,000 but less than 5,000,000....... 168 13.3 
5,000,000 but less than 25,000,000....... 29 14.1 
25,000,000 but less than 50,000,000....... 4 10.9 
SD OED O00 OF TIONG... 5... eivecassvcces 3 13.9 
RE era Gnan ts cdaewicame miau anaes es 6,373 13.6 


owners of banks is about the same for the small banks as for larger 
ones. A minor exception to this statement is presented by the 
four national banks with capital stock of 25 to 50 million dollars, 
which had an aggregate equity percentage of 10.9. 

We come now to the last point with regard to bank equities. 
What has been the tendency during recent years with respect to 


6 Page 80. This assumes that the amount of capital stock is a measure of the size 
of a bank. 
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the relative size of the ownership accounts? The equity percent- 
ages of total resources for all banks in the country as of June 30 
for the last ten years are given in Table III. 

The figures in Table III would seem to indicate that there has 
been very little change during the last ten years in the relative 
amounts of funds furnished banks by their owners. The slight 
upward trend since 1929 is in keeping with the trend of gen- 
eral bank loan contraction, but lesser reductions in equity 
accounts. 

Summing up, then, for the entire banking field after finding 
little differences for the various classes of banks, minor discrep- 
ancies for banks of varying sizes, and little change during the past 


TABLE III 
Year Percentage Year Pegcentage Year Pescentage 
MG6......5 BO SOb...5.5. 390 B...:... Bes 
RG. .5... SR Biss. SER OR. DS 
OO iccns Boe Snax BES WE... SS 
OG cesaas 13.2 


decade, we conclude that it is reasonable to refer henceforth to the 
owners’ equity of banks as being about 13} per cent of the total 
resources. With this figure in mind, let us now examine fields 
other than banking for similar data. 


INDUSTRIAL CORPORATION EQUITIES 


The percentage which owners’ equity accounts were of the total 
resources of a few of the better-known corporations in the United 
States as of December 31, 1932, is indicated in Table IV. 

These companies are, no doubt, a fair random sample of the 
larger corporations of this country, although it will be recognized 
that several are primarily holding companies. More than one- 
half of these companies have equity percentages ranging from 77 
to go per cent. But in order to get a more general picture, aggre- 
gate figures for a number of corporations will be examined. The 
field will be divided into industrial corporations, public utilities 
other than railroads, and railroads. 
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Seventy-one industrial concerns in eight different fields had 
equity percentages as of the close of 1930 as shown in Table V.’ 
Of the total resources of these widely selected industrial cor- 


TABLE IV 
Corporation = 
Allied Chemical and Dye................ 51.6 
American Telephone and Telegraph....... 78.8 
SPEC Tee ere ee 69.2 
ene 60.1 
Du Pout de Nemours. .................. 84.1 
Electric Bond and Share................. 98.1 
General Electric................ cannss 
RN oh in Rs eg we pa ree ae 90.8 
EE PR ae 77.4 
International Harvester................. 85.7 
Pennsylvania Railroad.................. 39-4 
Standard Oil of New Jersey.............. 77.1 
NE Sins ats ordaciara gs aes wavele . 70.6 
ee 88.5 
F. W. Woeolworth..................- ... 6.2 
TABLE V 
Type of Number of Equity 
Corporation Corporations Percentage 
ag rN ic a os oe II 79.1 
IRR Res eter eae eee eee ee ee 15 89.9 
I ic RCnsia Sd aleonearn ta swig eae’sats 10 83.3 
ee ee rec he iat a eo ea 9 85.8 
I I IN i.e wnbccuwdvews nee 6 85.3 
BE OIE BID son akc cca casccenccvcs 8 81.1 
Lontmer amd Taber. .. 2... occ cccccce 6 74.3 
Special Manufacturing.................. 6 76.3 
_ | ee easier heandailed ails 71 83.1 


porations, 83;/; per cent in the aggregate represents claims of the 
owners. This checks fairly closely with the previous list of leading 
corporations of all kinds whose equities averaged about 80 per 
cent. 


7R. E. Epstein, in collaboration with Florence M. Clark, Source Book for the 
Study of Industrial Profits (Washington: Department of Commerce, 1932), p. 60. 
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RAILROAD EQUITIES 
For the leading railroads of the country we are able to get ag- 
gregate information concerning their percentage equities. These 
railroads which are known as “Class I Steam Railways” num- 
bered 155 at the close of 1931 and were employing 95 per cent of 
the total numbers of persons employed in railroading in the 
United States.’ See Table VI. 








TABLE VI 
District = ee 
MI aie dian op rena 29,940 45.5 
Ne scaring eee 35,748 46.0 
MING 5. 6.2 ia tae ce .. 106,884 44.6 
a Bee ee ca ~see 392,572 45.2 


For railroads, then, it would seem to be accurate to speak of 
the owners’ equity as representing slightly less than one-half of 
the total resources. 


PUBLIC-UTILITY COMPANY EQUITIES 


Before discussing the comparability of these various equity 
percentages, a final analysis, comprising the public-utility field 
other than railroads, will be made. For reasons involving the 
availability of data, this field will be broken down into telephone 
companies, gas companies, and electric companies. No attempt 
will be made to show the relative importance of one group as 
against another. It is likewise realized that these companies do 
not comprise the whole of the public-utility field, but they do ac- 
count for the majority of such companies. 

Telephone companies will be treated first. Aggregate statistics 
for the Bell Telephone System are available for the end of 1927. 
At that time the Bell system owned 89 per cent of the plant and 
equipment used in this field. The figures for these companies 
(see Table VII) will, therefore, be taken as representative. 

As of the end of 1930, we find the figures given in Table VIII 
for the gas industry. 


8 Statistics of Railways in the United States (1931), p. s-67. 
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TABLE VII 
BELL TELEPHONE SYSTEM, 1927? 
Total Equity Percentage 
Reena Total Resources Equity 


$2,450,815,230  $3,457,467,311 70.9 


TABLE VIII 


MANUFACTURED GAS COMPANIES, 1930"° 


Total Equity . Percentage 
Roceuuin Total Resources Squity 


$1,517,874,000  $3,086,991,000 = 49.2 


The most recent available figures for electrical companies are 
those of 4,801 central electric light and power stations reported 
by the Department of Commerce in its census of electrical indus- 
tries for 1927 (see Table IX). 


TABLE IX 


ELEctric LIGHT AND POWER COMPANIES, 1927 


Total Equity _ Percentage 
pete Total Resources Equity 


$5,817,997,081  $12,950,388,088 44.9 
THE VARIOUS EQUITIES COMPARED 
Table X is offered as a general summary for the fields which 


have been discussed thus far: 


TABLE X 


Equity 


Type of Company Percentage 

A ee en eee 13 
SE ere errr 83 
RS cg Oc as he asl 45 
Public utilities: 

MR od soir ore asian Gale ioaik 71 

lai cght ies itch talahalnewa gornlierat lace 50 

ES acd ciwkéueaetvnrtesaen 45 


Now that we have in mind the percentage equity figures for 
the various corporate fields, let us discuss their significance. Im- 
mediately, upon glancing over these results, one is struck by the 


9 Moody’s Public Utilities, 1932. % Tbid. 
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relative smallness of the equity figure for banks. But you may 
say that the banking figure should be lower than those for other 
fields, and is therefore not comparable. In the first place, stock- 
holders in banks have double liability. Consequently the owners 
will be called upon to supply additional funds to the extent of 
what they have already furnished in case of liquidation which 
will not pay depositors 100 per cent. The value of this provision 
can be minimized if we recall that the ability to evade double lia- 
bility by stockholders of banks has been notorious. The holding 
company has been one of the most modern means adopted for this 
purpose. The capital stock for the 1,086 failed national banks 
whose liquidation was completed by the end of 1932 amounted 





TABLE XI 
Automobile Company Bank 
Current assets.... $ 283,000,000 Cash............ $ 249,000,000 
Investments...... 263,000,000 Loans........... 491,000,000 
Fixed assets...... 569,000,000 Investments...... 592,000,000 
Other assets...... 113,000,000 
$1, 115,000,000 $1, 445,000,000 


to $116,770,420. Collections from stock assessments amounted to 
$38,552,964, or 30 per cent.” Furthermore, since capital stock 
constitutes only about one-third of the total of owners’ equity ac- 
counts for banks, even though the double-liability feature were 
effective it would increase the equity percentage to only about 
18 per cent of total resources. This ratio is still much below those 
of the other fields examined. 

A second objection to comparability is that the assets of a bank 
are of a very different nature than those of the average corpora- 
tion. The difference is reputed to lie in the greater liquidity of the 
bank’s assets. There is, no doubt, much to be said for this point, 
but it can be overestimated. Table XI furnishes a comparison, 
as of a recent date, of the assets of one of our largest automobile 
manufacturers with that of one of our largest banks. 

™ The Banking Act of 1933 provides that double liability shall not apply to na- 
tional bank shares issued after June 16, 1933. 


” Report of Comptroller of the Currency (1932), p. 13. 
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In the motor corporation approximately one-fourth of the as- 
sets are current, one-fourth are investments, and one-half are 
fixed. In the case of the bank, one-third of the assets are invest- 
ments and about one-half is made up of loans and cash. If the 
loans are of a liquid nature then these items, loans and cash, 
might be considered current assets. The difference, then, between 
the nature of the assets of a bank and those of this motor corpora- 
tion, which is representative in many respects, is not as great as 
it is usually thought to be. Furthermore, recent experience would 
tend to indicate that in many cases to classify bank loans as cur- 
rent assets is somewhat stretching the point. 

In addition, it is important to keep in mind the fact that some 
three-fourths of the liabilities of banks are payable upon demand 
by the depositor.’ Current liabilities of corporations are propor- 
tionally much smaller than this and are also payable as of a defi- 
nite date. The importance of this consideration is clearly iilus- 
trated by the forced temporary closing of all banks last March. 

There are other factors—such as the percentage of working 
capital, the operating ratio, and the inventory turnover—which 
might be considered when comparing the percentage equity of dif- 
ferent types of business. These terms apply primarily to non- 
banking corporations and hence do not enter directly into the 
consideration of the comparability of banking and non-banking 
corporations. 

Perhaps, however, too much has been made of the comparison 
between banks and other businesses. No doubt a good case could 
be made in support of the proposition that equity in most busi- 
nesses is too thin. At least, we have a picture of the entire cor- 
porate field. 


A DIFFERENT VIEW OF BANK EQUITIES 


Let us then consider the question of the adequacy of bank 
equity percentages solely on their own merits rather than in com- 
parison with the equity percentages in other fields. The principal 
assets of a bank are loans and investments. These in general 


3 The fact that some of the deposits are “time” deposits is of little practical sig- 
nificance in this regard, since they are usually paid upon demand. 
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make up about 80 per cent of the total assets. If the owners’ 
equity accounts of banks make up 133 per cent of the total re- 
sources, this means that loans and investments can shrink only 
about 17 per cent and the bank still remain solvent. In the light 
of what has happened during the last four years, does it seem 
justifiable to stake the life of a bank on the wager that its principal 
assets will not shrink more than 17 per cent? Shrinkage in most 
cases could not be this much because certain difficulties immedi- 
ately arise as soon as a bank’s capital is impaired. From the high 
point in 1929, common stocks fell over 80 per cent, wholesale com- 
modity prices nearly 50 per cent, and business activity fell from 
40 to 50 per cent. With shrinkages of this kind going on, can we 
expect any enterprise to fare much better than our banks have 
fared, if serious difficulties arise from a shrinkage of less than 20 
per cent of its assets? 


CONCLUSION 


Although it may be significant to find that bank equities are 
much thinner than those of most corporations, the last considera- 
tion discussed above is the principal point which the writer wishes 
to bring out. To reiterate: The banking system of this country is 
so constituted that a shrinkage of 17 per cent in its assets brings 
about exceedingly disastrous results to our banks. We have wit- 
nessed such results during the last three years. This conclusion is 
supported by the fact that the owners are furnishing only about 
13 per cent of the assets of our banks. And since loans and invest- 
ments make up about 80 per cent of bank assets, these loans and 
investments can shrink in value only 17 per cent before all owners’ 
equity has been wiped out and the bank is left with liabilities 
which exceed assets, or is left insolvent. Allowing for the fact 
that serious difficulty arises as soon as a bank’s capital stock ac- 
count is impaired, this maximum shrinkage figure for bank assets 
is made even lower. 

It is not possible to secure information giving the exact depreci- 
ation in the value of bank loans and bank investments during the 
past three or four years, but we do know that common-stock 
prices, at the low point in 1932, had lost more than three-fourths 
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of their 1929 value, commodity prices were cut almost in half, and 
business activity fell to about 50 per cent of its pre-depression 
level. Even United States government bonds fell approximately 
12 per cent during the latter part of 1931, and domestic corpora- 
tion bonds, taken in the aggregate, depreciated some 25 per cent. 
With these things happening we are almost led to inquire why 
even more banks did not fail than our records show. No doubt 
the leniency of many of our banking supervision departments, as 
subsequently revealed in the investigations of some of our closed 
institutions, was an important factor. As for the shrinkage in 
bank loans, again there is no definite information, but the extent 
of ‘frozen assets” probably has not been exaggerated. The col- 
lections from the 1,086 failed national banks, whose liquidation 
was completed between the years 1865 and 1932, amounted to 583 
per cent of the assets. This includes collections from stock assess- 
ments."4 

It is not the purpose of this paper to offer a solution to the prob- 
lem. But it sould seem that legislation requiring minimum equity 
percentages for banks would not be out of order. A decidedly for- 
ward step of a similar nature was accomplished when the mini- 
mum capital-stock requirements of new national banks were 
stepped up in the Bank Act of June, 1933. But there should be 
some means of preventing the building up of large assets and lia- 
bilities on this larger capital base. Otherwise merely raising capi- 
tal requirements would be of little aid in improving the equity 
percentages of banks. 


4 Report of Comptroller of the Currency (1932), p. 13. 

















THE SIZE OF FAILED NATIONAL BANKS 
RALPH R. PICKETT: 


HE significance of the relationship of size to failure of 

commercial banks lies in its bearing upon proposals for 

strengthening the banking structure. If, as is generally 
thought, the small bank has contributed disproportionately to the 
failure list, proposals looking to increased minimum capital re- 
quirements are urgently needed. On the other hand, if bank mor- 
tality is made up in about equal proportions of all sizes of banks, 
other remedies should be sought. 

The present article is concerned entirely with the relation of 
size to failure. It is limited to national banks, first, because fail- 
ures among this class have been sufficiently numerous to give rep- 
resentative results, and second because the data are readily avail- 
able and reported according to uniform methods. 

National banks in operation on September 8, 1920, as reported 
by the Comptroller of the Currency, were divided into ten groups 
on the basis of total resources. National banks failing during the 
twelve-year period from July 1, 1920, to June 30, 1932, were di- 
vided on the same basis.” The use of 1920 as a base, though sim- 
pler than using the failures each year of each size of bank as a per- 
centage of the banks of that size in existence at the beginning of that 
year, involves certain difficulties. It is possible that the propor- 
tions of banks by size groups were considerably different in 1932 
from those in 1920. Thus the failure of large numbers of small 
banks in certain geographical sections may have reduced consid- 

* Professor of Commerce in the Kansas State Teachers College of Emporia. 


2 See Report of the Comptroller of the Currency I, (1920), 465-749 for data on banks 
in operation, September 8, 1920. The list of failures from July 1, 1920, to June 30, 
1931, was obtained from the Reports of the Comptroller and those from November 1, 
1931, to June 30, 1932, from “Banks Reported Closed” by the Bankers Monthly 
(Chicago: Rand, McNally & Co.). Figures for total resources of failed banks were 
taken from the last annual report prior to failure of the “Individual Statements of 
Condition of National Banks,”’ published by the Comptroller. A summary of na- 
tional bank failures, 1865-1930, appears in the Report of the Comptroller for 1931, pp. 
311-471. A few banks had to be eliminated because of incomplete data. 
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erably the percentage of small banks to the total number. On the 
other hand, the reduction in number of banks through merger was 
more marked among the larger institutions. Another possible 
variable exists in any tendency toward increase in size of banks 
during the period. Any error from this source should be of a 
compensating character except for the smallest and largest 
groups. 
TABLE I 


A COMPARISON BY GROUPS, OF FAILED BANKS, 1920-32, 
TO BANKS IN OPERATION, 1920 














Percentage of 
No. of Banks a P Failures, 1920-32, 
Total Resources in Operation No. of Failures, to Number in 
° 1920-32 : * 

in 1920 Operation, in 
1920 
$ 275,000 or less.......... 810 299 36.91 
275,00I- 375,000...... 744 180 24.19 
375,O00I— 500,000...... 894 186 20.81 
500,00I—- 650,000...... 879 150 17.06 
650,001— 800,000...... 710 102 14.37 
800, O0O0I-I ,000,000...... 688 106 15.41 
I ,000,00I-I ,250,000...... 659 86 13.05 
I, 250,00I-2,000,000...... 1,069 126 11.79 
2 ,000,00I-5 ,000,000...... I ,003 129 12.86 
OVGT §,000,000....000005000 621 52 8.37 
Me Siaaaesd abuead 8,077 1,416 17.53 














The term “failure” is used as defined by the Comptroller to in- 
clude banks found to be insolvent and for which receivers were 
appointed. The proportion which the number of failures in each 
group constitutes of the total number of that group in operation 
in 1920 provides the results for a comparison of the failures among 
the various sizes of banks. 

Of the 8,077 banks in operation in 1920, 1,416 failed during the 
1920-32 period. This was 17.53 per cent. Though all of the 
groups contributed to the total, the percentage varied from 36.91 
for banks with resources of $275,000 or less to 8.37 for banks 
having resources in excess of $5,000,000. Thus the rate of failure 
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declined with the increase in size of bank. This tendency is indi- 
cated more clearly when the ten foregoing groups are combined 
into four, as in Table II. 


GEOGRAPHICAL DISTRIBUTION 


The rate of failure among banks in each major geographical 
division as well as in the nation as a whole is significant. The 
percentage of failure was highest among banks in the Western, 
Middle Western, and Southern divisions. In these regions agri- 
culture, the leading industry, has been suffering from depression 
since 1920. In sections where industrial activity predominates, 


TABLE II 








Percentage of 

No. in Operation No. of Failures, | Failures, 1920-32, 
in 1920 1920-32 to Number in Op- 

eration in 1920 


Total Resources 








$ 500,000 or less.......... 2,448 665 27.16 
500,00I—I ,000,000...... 2,277 358 15.72 

I ,O00,O00I—2,000,000...... 1,728 212 12.27 
Over 2,000,000............ 1,624 181 11.15 











as in New England and the East, the showing was definitely bet- 
ter. Except for the latter half of 1920 and 1921, a period of 
bad business which was not generally reflected in bank failures, 
adverse conditions during 1920-29 were limited to the agricul- 
tural sections. 

The higher rate of failure of the smallest banks, already ob- 
served for the nation, applied to all region except the Pacific, 
where the greatest mortality occurred among the $375,001- 
$500,000 group. And in the Pacific division the failure of banks 
in the three smallest groups was definitely above the average for 
all banks in that section. This poorer showing of the smallest 
banks was most pronounced in the West and to a less extent also 
in the South and Middle West. 

The figures in Table III indicate in more striking fashion the 
relative failure of groups of banks by regions. 
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Especially significant is the showing of the New England banks, 
as indicated by this table and the more complete data upon 
which it is based. In all other regions the rate of failure declined 
with the size of bank. In New England the mortality among 
banks with resources of over $2,000,000 was greater than among 
those with resources of $500,000 or less. The best showing was 
among the intermediate groups. This tendency, in sharp contrast 
to that in the other regions, suggests that the size of failed banks 
is a result of other factors rather than itself a factor in the cause 
of failure. In New England the small banks are located in small 
communities which have developed specialized types of agricul- 
ture depending upon nearby markets. Dairying, truck farming, 
and other highly localized forms of agriculture which exist in these 
communities have not suffered from price declines proportionate 
to those experienced by the great agricultural sections of the na- 
tion. Economic life in these places has been characterized by a 
relatively high degree of stability. The economic troubles of the 
New England farmer have been relatively much less serious in 
recent years than those of the cotton, corn, wheat, and livestock 
producers. 

On the other hand, the large industrial centers of New England, 
where the larger banks are located, have suffered acutely from 
business depression. The economic difficulties of these larger 
communities are reflected in a proportionately greater bank mor- 
tality. No other section offers a corresponding situation where 
the small banks in recent years have operated under relatively 
more favorable conditions than the large banks. It is particularly 
significant that the large bank has not been failure-proof. 

The foregoing comparison suggests that the size of failing banks 
was determined in part, at least, by the type of community in 
which the bank operated and by the character of its economic 
activities. Prolonged depression in agriculture affecting primarily 
the small community fell disproportionately upon the small 
bank. This explains the poorer showing of both the regions pre- 
dominantly agricultural and of the small bank, located in a rural 
community and engaged primarily in extending credit for farming 
operations. 
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The close relationship between banking troubles and unfavor- 
able business conditions is indicated by Table IV. 

Of the 1,416 failures during the 1920-32 period, 48.52 per cent 
occurred before June 30, 1929, and 51.48 per cent during the fol- 
lowing three years. During the period ending in June, 1929, ad- 
verse conditions were limited largely to the agricultural sections. 
With acute and widespread depression existing after 1929, the 
showing of the large bank was relatively less favorable. Thus. 
while only 6.70 per cent of the total failures during 1920-29 were 
banks with resources of more than $2,000,000, 18.52 per cent of 
the 1929-32 failures came from this group. 














TABLE IV 
A COMPARISON OF BANK FAILURES BY PERIODS 
| 

— Per Cent i Per Cent —— Per Cent 
Total Resources _ of Total oe of Total . dl of Total 
1920~ | Failures 1920~ | Failures eo Failures 

June, 1932 June, 1929 June, 1932 
$ 500,000 or less..... 665 46.96 374 54-44 291 39.92 
500, 00I—I ,000,000. 358 25.28 179 26.06 179 24.55 
I ,000, 00I—2 ,000, 000. 212 14.97 88 12.81 124 17.01 
Over 2,000,000....... 181 12.78 46 6.70 135 18.52 
eee 1,416 99.99 687 100.00 729 | 100.00 























The increase in size of failing banks after 1929 is more strikingly 
indicated when failures by periods are considered in relation to 
the number of banks in 1920. The percentage figures in Table V 
indicate the proportion of banks, by groups, which closed during 
each period. 

During the twelve years ending June 30, 1932, 17.53 per cent 
of the banks in operation in 1920 were forced into receivership. 
Almost one-half of these, 8.51 per cent, closed before June 30, 
1929. Small banks contributed to this total far out of proportion 
to their number. In each of the three successive years after this 
date the rate of failure among the larger banks increased rapidly. 
During the year ending June 30, 1932, the rate of failure did not 
vary greatly as between the various size groups. 
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The failure tendency by size of bank for the four periods under 
consideration appears more definitely in condensed form in Table 
VI. 

During 1920-29 under the influence of depression in agricul- 
ture, 15.28 per cent of all banks with resources of less than 


TABLE V 


THE PROPORTION OF FAILED BANKS BY PERIODS, 
TO BANKS IN OPERATION IN 1920 























| j 
Per Per | Per | Per 
a Cent of|,. . Cent of}... Cent of}... Cent of 
Failures], . Failures|,.. Failures), . \Failures|, . 
Failures Failures Failures) Failures 
a July, July, July, | July, | 
Total No. in 1920- 1929- 1930 931I- 
1920, 1929, 1930, I93!, 
Resources 1920 —June 29 to —June 3° to —June 31 to —June 32 to 
*| Num- | Num- "| Num- "| Num- 
7929 | ber in | *95° | ber in | 7937 | ber in| 795? ber in 
1920 | 1920 1920 1920 
$275,000 or less 810] 162 | 20.00) 19 2.35 50 | 6.17 68 8.40 
275 ,O0I- 
375 ,000.... 744) 100] 13.44] Ir | 1.48] 25 | 3.36] 44 | 5.9% 
375 ,O01- 
500,000.... 894) 112 | 12.53 9 I.O1 24 2.68 41 4.59 
500, 00I-— 
650,000.... 879 83 9.44 4 .46 26 2.96 37 4.21 
650,001- 
800,000.... 710 45 6.34 9 1.27 16 2.25 32 4.51 
800 , ooI- 
1,000,000..| 688) 51] 7.41) 5 -73 | 16 | 2.33] 34 | 4.94 
I ,000,001-— 
I,250,000..) 659) 37] 5-61) 5 76| 14 | 2.12] 30 | 4.55 
I, 250,001- 
2,000,000..} 1,069 51 4-77| 10 .94 18 1.68 47 4.40 
2,000, 001- 
§,000,000../ 1,003} 40/ 3.90) 5§ 50} 26 | 2.59] 58 | 5.78 
Over 5,000,000} 621 6 .O7| 5 81 I2 | 1.93 | 29 | 4.67 
Total..... 8,077| 687 8.51} 82 1.02 | 227 2.81 | 420 5.20 
































$500,000 failed, as compared with 7.86, 5.09, and 2.83 per cent 
for the groups of larger banks. The percentages for the year end- 
ing June 30, 1930, reflect the same tendency, though the showing 
of the largest banks was relatively less favorable. As the depres- 
sion deepened in industrial centers where the average size of bank 
is greater, a decided increase occurred in the rate of failure among 
the larger institutions. 

The shift in size of failing banks was much more marked in the 
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year ending June 30, 1932. While the percentage of failure for the 
smallest banks increased from 4.04 in the preceding year to 6.25, 
the figure for the largest group increased from 2.34 to 5.36. With 
depression extending to all sections of the country, bank failures 
were distributed among all sizes of banks in roughly equal pro- 
portions, the showing of the intermediate groups being slightly 
better. Thus, under conditions of widespread depression, size of 
the bank appeared to be a factor of negligible importance in de- 
termining its ability to survive. 


TABLE VI 


A CONDENSED COMPARISON OF FAILED BANKS BY 
PERIODS TO BANKS IN OPERATION IN 1920 








Per Per Per Per 
‘ Cent of}, . Cent of}, . Cent of|,. . Cc 
Failures}, . Failures)... Failures|_ © aioe Failures -_ o 
Failures Failures Failures Failures 
7. 3 | July, july, july, july, 
Total No. in 1920- 1929- 1930- 1931- 
1920, 1929, 19309, 193I, 
Resources 1920 | __ june 29 to ane. | 3° to ane! 3° to fone 2° to 
Piet ’| Num- Psi "| Num- Ee "| Num- Rises "| Num- 
929 | ber in 93 ber in 93 ber in 93 ber in 
1920 1920 1920 1920 





$500,000 or less} 2,448} 374 | 15.28] 30 1.59 99 | 4.04 153 | 6.25 











500, CoI— 
I,000,000..| 2,277} I79 7.86) 18 -79 58 2.55 103 | 4.52 

I ,000,001- 
2,000,000..| 1,728 88 5.09] 15 9 32 1.85 77 | 4.46 
Over 2,000,000] 1,624 46 2.83) 10 .62 38 2.34 87 | 5.36 























CONCLUSIONS 


The foregoing review of national bank failures over a twelve 
year period points to definite conclusions. 

1. The rate of failure has been greatest among the smallest 
banks. 

2. Failures have occurred in all sections of the country, though 
the percentage has been greatest in those regions where business 
depression has been most acute and most prolonged. 

3. The inability of the banking structure to withstand business 
depression is a fundamental weakness which extends to all sizes 
of banks. Severe and widespread depression produces failure 
among all sizes of banks and in about the same proportion. 
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4. These characteristics of bank failures indicate certain essen- 
tials of any program of banking reform. It is perhaps desirable to 
increase the required minimum capitalization of banks in the 
smallest communities. This, however, is a minor and incidental 
phase of the change needed. Banks of all sizes and in all sections 
have contributed to the enormous mortality. The banking struc- 
ture stands in need of a revision as widespread and far reaching as 
the weaknesses which permeate it. The experiences of other na- 
tions during the present business depression indicate that bank 
failures, such as those from which this nation has suffered heavily 
for a dozen years, are wholly unnecessary. 








A RECONSIDERATION OF THE COMMON- 
STOCK THEORY 


GILBERT HAROLD: 


CCORDING to the common-stock theory, common 
stocks are better long-term investments than bonds with 
respect to the three major considerations of absentee in- 

vestment: safety, income, and market value. There are, of 
course, several necessary assumptions in the tenability of the the- 
ory. It assumes the corporate form of ownership, the freedom of 
choice, and diversification. 

Even a brief statement of the theory requires at least one defi- 
nition, namely the meaning of “long term.”’ As used by some in- 
vestigators, a long term is a period of one year or more.” As used 
by others, and sometimes by the same analysts, a long-term point 
of view is one which envisions a period of years, a period which 
varies with the situation and with the attitude of the individual.’ 

The earliest reference to the desirability of common stocks for 
long-term investment was a statement by Mr. William Hughes at 
a convention of the Institute of Actuaries (London) in 1902: 

It would be most interesting and valuable if we could ascertain or estimate 
with any degree of accuracy what would be the effect of investing a large num- 


ber of the small amounts in what may be called speculative securities, and of 
carrying the amount of interest realized, in excess of a certain minimum to a 


* Instructor in Finance, The Ohio State University. 

2 As in Laurence H. Sloan, Everyman and His Common Stocks (McGraw-Hill, 
1931), p. 8. 

3 [bid., pp. 280-81. But “There are three main reasons why one would reverse 
one’s viewpoint and sell: 

(a) “Development of evidence that a mistake had been made in the investor’s 
original analysis; 

(6) “Development of outside and previously incalculable and unpredictable 
forces tending to change the direction of the established or estimated trend line; 

(c) “Development of evidence of an impending major cyclical change, either in 
business in the aggregate, or in a particular industrial division of business.” 

These reverses, of course, could not be entertained in a statistical test because 
they would involve the factor of hindsight. 
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guarantee or insurance fund, itself to be invested in first-class securities to 
be used to make good losses of capital or deficiencies of revenue as they occur. 
I by no means advocate a trial of the experiment in actual practice, but it 
might be useful if anybody possessed of the necessary patience and persever- 
ance would make the experiment on paper by selecting a number of such 
securities, and following their fortunes to see what the result would be.‘ 

Nothing of importance was done in the matter until 1912 when 
Professor Fisher and others suggested the theory, at least in part.‘ 
The Fisher publication was based almost entirely on the principle 
that when prices of commodities in general are rising, the pur- 
chasing power of the dollar is declining and that, in consequence, 
the income from bond investments is worth less in its ability to 
meet the cost of living for the investor. Professor Fisher and col- 
leagues recommended that investments be allotted either to com- 
mon stocks (which, presumably, adjusted themselves to the rising 
price level) or to commitments in which common stocks were in- 
volved, such as in bonds with a common-stock bonus. In fact, 
Dr. Norton® went so far as to make several tests wherein his hypo- 
thetical investor’s commitments in common stocks showed, in one 
case, total increments over a period of nine years of about 100 per 
cent or an average return of about 11 per cent per annum as 
against less than 3 per cent per annum for bonds of the same com- 
panies. It is obvious to any scientific investigator that there are 
certain weaknesses in these tests, such as the choice of companies, 
but research in the social sciences had not progressed, in 1912, to 
the more scientific bases upon which it stands today. 

The next important work along these lines came with the 
Smith treatise in 1923.’? Smith sets out to determine, by statistical] 
tests, whether bonds or common stocks are preferable as perma- 
nent investments. 

4 Quoted by H. E. Raynes in Journal of the Institute of Actuaries (London [March, 
1928}), p. 48. 

5’ How To Invest When Prices Are Rising, ed. Irving Fisher, with chapters by 
Irving Fisher, Edwin W. Kemmerer, Harry G. Brown, Walter E. Clark, J. Pease 
Norton, Montgomery Rollins, G. Lynn Sumner (G. Lynn Sumner & Co., 1912). 

6 Thid. 

7 Edgar Lawrence Smith, Common Stocks as Long Term Investments (Macmillan, 


1923). In the same year a hint of the theory was given in a book entitled Stock In- 
vestments by Robert W. Pomeroy (Buffalo: Author, 1923). 
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Smith offers no formal definition of “long term.” Rather he 
implies one: that a long-term investment, at least for purposes of 
research, is one to which the investor remains committed irre- 
spective of cyclical changes, though he does allow for the inves- 
tor’s retirement from a commitment if and when a stock in the 
investor’s portfolio should definitely arrive in a state of diffi- 
culty, such asa receivership. The periods of the Smith tests range 
from 17 to 22 years. 

In setting up his tests Smith makes several assumptions, all 
favorable to bonds. He assumes that the investor had no funds 
with which to take advantage of subscription rights and that in 
consequence he sold all rights and all fractional shares from stock 
dividends, although he retained all whole shares. Proceeds from 
such sales were credited to current income. Whole shares from 
stock dividends, however, were not so credited. He assumes that 
because the hypothetical investor had no funds available he was 
unable to meet assessments and that assessed stock and the stock 
of companies in receivership were sold at current market prices. 
The proceeds were deposited in savings accounts at 4 per cent in- 
terest. He apparently assumes that in cases of combination the 
investor followed the recommendations of the corporate directors 
when no contribution of money was required. Finally, he assumes 
in some cases that the investments in bonds remained intact with 
no losses or gains, either as to capital or as to income. 

Stocks selected constituted, not a random selection, but those 
stocks which, in Smith’s opinion, would have been the issues at- 
tracting investors’ attention at the time: companies with largest 
total capitalization, companies with largest common-stock issues, 
companies whose common stocks had the greatest number of 
shares traded in during the week of purchase, companies whose 
common stocks had “fairly consistent” dividend records and com- 
panies which gave the highest yield, and large companies whose 
common stocks had paid no dividends during the year next previ- 
ous to the year of purchase. 

On these bases of arbitrary-random selection, 11 of the Smith 
tests showed an advantage for common stocks, and one (Test 6, 
1866-83) showed a slight advantage for bonds. In connection 
with Test 6 Smith pointed out that “There has never been since 
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1873 a period in which the purchase of long-term interest-bearing 
bonds was more favorable to the investor from the point of view 
of yield on purchase price (unless perhaps a short period in 1920) 
than in the period from 1866 to 1873.’ 

But Smith’s tests do not stop there. Following the reasoning 
set forth in the Fisher book of 1912, Smith’s study takes into con- 
sideration the purchasing power of the dollar. When prices are 
rising, this treatise claims, common stocks are more satisfactory 
investments than bonds because common stocks participate in the 
growth and prosperity of the corporation. Whether the same ac- 
tion would hold good in periods of declining prices is not complete- 
ly established. Smith’s tests, however, take more of a long-range 
point of view and include periods of both rising and falling prices, 
and they prove fairly conclusively that over long periods diversi- 
fied common stocks of leading companies have been better in- 
vestments than bonds. Even when dollar income and dollar mar- 
ket value are tempered by the application of the purchasing 
power of the dollar, common stocks are still far in the lead. These 
disclosures, startling to the bond investor of the middle nineteen 
twenties, brought forth an array of discussions in periodicals and 
books on finance. 

One which attracted some attention was an article by Professor 
Fisher in which he “‘recast Smith’s calculations in a form to give, 
in terms of purchasing power, the ‘rate of return realized’ on the 
bonds and common stocks studied by him.” 

Unquestionably the most important publication following 
Smith was a book by Kenneth S. Van Strum embodying the con- 
tent of some articles of his published in Barron’s Weekly.*° Van 
Strum measured the performances of bonds and common stocks in 
18 tests ranging over various periods from 1873 to 1924, and 
reached substantially the same conclusions as Smith. 

Contrary to the general run of investment writing at this time 
was an article by Herschel in which he took exception to the com- 
mon-stock theory." He asserts that 


8 See note 7. 9 Magazine of Wall Street, April, 1925. 

0 Investing in Purchasing Power (Barron’s, 1925). 

™ Arthur H. Herschel, “The Investment Risk of Common Stocks,” Commercial 
and Financial Chronicle (November 14, 1925). 
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It should be stated clearly and emphatically that al/ corporations do not 
pay larger dividends when commodity prices are increasing. ... . The in- 
vestment risk of common stocks is not a subject which lends itself to statis- 
tical analysis. .... No one knows when the investment is going to end; 
if it ends in 1919, we have one result; if it ends in 1921, we have an entirely 
different result. So with every common stock: by changing the date of pur- 
chase and the date of sale, we can obtain a great variety of results. ... . It is 
evident that those who recommend common stocks have given so much at- 
tention to the purchasing power of money that they have failed to appreciate 
the larger risk of commercial failure... . . Is it a benefit to bondholders and 
trustees to undermine their faith in bonds and mortgages when they are 
holding securities which are sanctioned by law? . . . . It is significant to find 
that stocks have been recommended for a business man, but the writer does 
not know of any instance where common stocks have been recommended for 
widows and orphans!....It has been said that the friends of common 
stocks have thrown a bombshell into the investing world; perhaps they have 
thrown a boomerang. 


It is obvious from Herschel’s statements that he did not catch 
the spirit of the common-stock theory at all. Proponents of the 
theory do not claim that a given stock is a better investment than 
a given bond nor that any group of stocks are better than any 
group of bonds. The theory, as expounded by Smith and Van 
Strum, is that over long periods diversified portfolios of common 
stocks in leading corporations yield the investor more income, 
more safety, more market value per portfolio, and also that such 
common-stock investments, as a group, keep better pace with the 
cost of living than do bonds as a group. 

Another dissenter is Professor Lagerquist, who makes the usual 
objections and adds that “If the present tendency in government 
regulation and control continues, it will not be long before it will 
be necessary to exclude railroad and utility stocks under the pres- 
ent methods of tests which are made of common stocks.’ 

Nothing of importance about the theory then appeared for 
more than three years. In the summer of 1929 Smith refined the 
theory somewhat, with the qualifying statement that high current 
interest rates call for investment chiefly in short maturities, and 
low current interest rates call for investment chiefly in common 

12 Walter E. Lagerquist, “When Are Bonds a Better Investment Than Stocks?” 
in System (the Magazine of Business) (January, 1926). 
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stocks. ‘At no time, however, will all of the fund be either totally 
invested in equities or totally in maturities.’"* That was in 1929 
at the peak of the greatest bull market in history. 

Writers on investment began to make brief mention of pur- 
chasing power investments. Dwight C. Rose wrote a more or less 
technical volume based, in large measure, on these developments."4 
Ray Vance, in an elementary book, gave a chapter to this “new 
school” of investment." 

Even into the realm of insurance has the common-stock theory 
penetrated. At a convention of the Institute of Actuaries (Lon- 
don) in October, 1927, H. E. Raynes presented a paper in which 
he discussed the problem from a British point of view and in 
which he offered a test involving only British securities.° Raynes’ 
test covers the 15 years from 1912 to 1927, a period “covering the 
majority of our tribulations.” The test includes 54 companies in 
nine British industries. In explanation of his attempt to avoid the 
factor of hindsight Raynes explains that he has “selected exam- 
ples which, while it would shock the susceptibilities of any re- 
spectable stockbroker, would meet with the approval of a sound 
statistician.’”’ Although there is some value in the Raynes test, it 
is hardly comparable with the Smith and Van Strum tests for the 
reason that it compiles income after taxes, and also because it em- 
braces the reinvestment of all income above that which might be 
expected from bonds. Substantially, however, the results are in 
agreement with American tests. The Raynes test serves a purpose 
in that it tends to confirm the common-stock theory for British 
securities over the period studied. In apology for whatever shock 
may have been experienced by British investors as a result of his 
paper, Raynes adds that he is “aware that much of this paper 
may sound disconcerting to many . . . . but time brings changes, 
and as the Economist said last month . . . . ‘it is the customary 


"3 Edgar Lawrence Smith, “Protecting Capital Values of Common Stock Invest- 
ments,” The Annalist (August 23, 1929). 

1 A Scientific Approach to Investment Management (Harper, 1928). 

1s Investment Policies That Pay (Forbes, 1929). 

© H. E. Raynes, “The Place of Ordinary Stocks and Shares (as Distinct from 
Fixed Interest-bearing Securities) in the Investment of Life Assurance Funds,” 
in Journal of the Institute of Actuaries (London [ March, 1928)). 
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fate of new truths to begin as heresies and end as supersti- 
tions.’ ””?7 

Following the Raynes paper, several of the members of the In- 
stitute discussed various phases of the subject. Mr. D. S. Savory 
contended, in explanation of the remarkable showing for ordinary 
(common) shares, that the depreciation in the value of bonds was 
due almost entirely to the differences in the taxation of bonds and 
of stock for income tax. “Increase in taxation had tended to a de- 
crease in the demand for gilt-edged securities and to a correspond- 
ing increase in the demand for ordinary stocks.”* It is doubtful, 
however, that differences in the taxation of bonds and of stock 
could account entirely for the vast difference in results. 

In further discussion Sir Joseph Burn expressed disagreement 
with the Smith (and Raynes) method of testing issues of hetero- 
geneous companies. He thought that some of Smith’s conclusions 
were a bit fanciful, especially when they were expressed as eco- 
nomic laws. He had in mind such conclusions as the idea that 
common stocks show a natural growth equivalent to 2} per cent 
compounded annually. “Had Mr. Smith analyzed several groups 
of companies, he would probably have found nothing like a gen- 
eral increase of 2} per-cent. It might be much more in some cases 
and much less in others. Generalisations expressed as laws should 
only be reached after examinations of homogeneous material.’’” 

The fact that this discussion took place in a national convention 
of British insurance executives is indicative of the grip which the 
common-stock theory has obtained on investment opinion. At 
American insurance conventions likewise the subject has been de- 
bated with some vehemence. 

It is not in the field of insurance alone that the common-stock 
theory has come to be of great concern. Investment trusts have 
been built up to gigantic proportions partly through the opera- 
tion of the common-stock principle. Consequently most of the 
holdings of investment trusts are in common stocks. 

Naturally after the break of the market in the fall of 1929 great 
concern was felt by investment trust managers for the future of 
their organizations. It was before such a group that Mr. Smith 


1 Ibid. 18 Ibid. 9 Ibid. 
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defended the theory “now that the precipitous fall in stock prices 
is over.’’*° Mr. Smith had no fear for the validity of the theory 
provided that three very important practices remain intact. In a 
carefully worded statement he assured the members of the Associ- 
ation that 

Even for those who were fully invested in common stocks at the time of 
the break, there is no great reason for concern, for it remains true that the 
long term trend in the value of a diversified list of common stocks is gradually 
upward, and there is every reason to believe that this trend will continue 
upward: 

(1) So long as a majority of the better-managed corporations in the coun- 


try operate at a profit. 
(2) So long as these corporations do not declare in dividends as much as 


they make annually in profits; and 

(3) So long as these corporations are able to invest their growing surplus 

accounts in a manner to expand their operations and their profits. 

And all these things are likely to continue so long as the country continues 
to make industrial progress. Thus the hazard to asset values in a well- 
diversified holding of common stocks appears to be one of time alone." 

It is not to be inferred, however, that the break in the stock 
market completely annihilated the favor of the public at large for 
the common stock idea. By 1931 two schools of thought in this 
respect had grown up. One held, with Smith, that the principles 
of the common-stock theory were still in force and still in favor. 

The other group, which includes millions of investors, declares 
that the common-stock theory has fallen into disrepute, that the 
persistent declines in earnings, in dividends, and in market value 
have obliterated all claims of the common-stock contenders. They 
point out as well that political and economic conditions have never 
been as they are today and that the ability to produce is far great- 
er than the economic ability to consume. It therefore behooves all 
holders of equity securities to right-about-face and proceed to 
intrench themselves in good, fortified, high-grade maturities. 

An unbiased and more far-sighted observer would probably 
take a more qualified stand. As Sloan points out,” it is obvious 

2 “The Cult of the Common Stock—Now,”’ Commerce and Finance (February 19, 
1930), quotes Edgar Lawrence Smith in an address before the Corporate Fiduciaries 
Association. 

1% Ibid. 2 Ibid., p. 304; see also note 2. 
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from the tenets of the theory that if the long-term trend of busi- 
ness is to be upward, the average good common stock should be a 
good long-term investment. If the trend is to be downward, it is 
a very exceptional common stock which will prove to be a good 
long-term investment. If the trend of business is to be sidewise, 
then only a minority of common stocks will succeed as good long- 
term investments. 

Sloan is obviously a believer in the upwardness of the long- 
term trend and of the validity of the common-stock theory over 
long periods of time. “The truth of the matter is,” he states, 
“that if the time has now arrived to ‘liquidate the common stock 
idea,’ it has arrived coincidentally with the time to liquidate the 
idea of being in business in any way.” 

None of these observers, however, has made public any attempt 
to investigate the questions of whether the computations of earlier 
writers (Smith, Van Strum, and others) hold good in the light of 
1932 developments. Dividends have been pared almost indis- 
criminately. Earnings, in many cases, are nil. Market value, it 
seems, has almost disappeared. With these facts in mind, would 
the Smith or Van Strum tests still show favorably for common 
stocks in 1932? Is there any good reason why these tests should 
not be continued to the present? Some observers feel that, owing 
to the unusual conditions surrounding present markets, it would 
be unfair to the tests. In this writer’s opinion there is no more jus- 
tification for postponing such a project than there was for post- 
poning Smith’s computations of the market value of bonds in 
1925.4 In the latter instance Smith apprised us of the fact that 
two strong bonds purchased in April, 1902, for $2,125 sold in 
July, 1920, for $1,330, a loss of $795. It is not inconceivable that 
an investor might have been forced to liquidate at these prices, 
and inasmuch as he had held these bonds for 18 years it could not 
be argued that the term was not long enough to be considered. 

In view of these circumstances a study was made to determine 
whether the advantages claimed for common stocks still held good 
at the end of 1932. 

33 Tbid., p. 305. 

24 Edgar Lawrence Smith, “Speculation and Investment,” Aélantic Monthly (Oc- 
tober, 1925). 
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Accepting the Smith tests as reasonably valid, the writer se- 
lected three of them for further investigation. These were Smith 
Tests 2, 3, and 11. In making an abridged study, these three tests 
were selected because they allowed better comparison than the 
others. All three tests start with January, 1901. Smith brings 
them to a close in December, 1922. A decade has passed since. 
Each test contemplates a commitment of approximately $10,000. 

Test 3 was selected for continuation because it showed the 
greatest total advantage of any test during the period studied. 
Test 2 was selected because it showed the least total advantage 
during the same period. Test 11 was included because it produced 
the greatest total advantage among the tests devoted exclusively 
to railroad stocks. 

Tests 2, 3, and 11, as continued through 1932, are hereinafter 
called Tests A, B, and C respectively. 

Each stock, with its accruals, if any, was continued from 1922, 
to the end of which year Smith had brought it from 1901. The 
assumptions made by Smith as to subscription rights, stock divi- 
dends, assessments, and receiverships, were continued intact. 

Test A, which, as Smith Test 2, had shown the poorest results 
to the end of 1922, consisted of the following common stocks in 
approximately equal amounts: 

Diamond Match 

Swift 

Erie Telephone and Telegraph 

America District Telegraph 

Proctor & Gamble 

Standard Oil (N.J.) 

Central & South American Telegraph 

American Sugar Refining 

Westinghouse Electric & Manufacturing 

American Tobacco 

These stocks had been selected on the following arbitrary basis. 
Poor’s Manual for 1901 gives a list of miscellaneous industrial 
stocks with their dividend records for seven years previous. Those 
companies which had maintained the “most consistent’’ dividend 
records were listed, and from this list were selected those com- 
panies which, during the week ending January 12, 1901, showed 
the highest yield on 1900 dividends—a reasonably random basis. 
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By the end of 1932, shares had been acquired in Diamond 
Match preferred, in North American Match, and in Anglo-Ameri- 
can Oil. Central and South American Telegraph had become All 
America Cables and finally International Telephone and Tele- 
graph. Erie Telephone and Telegraph stock had been sold accord- 
ing to the assumptions specified above, and so had Westinghouse, 
and American District Telegraph. 

In no year between 1901 and 1932 had income fallen below that 
of the first year: $607.50, or $207.50 in excess of the hypothetical 
income from bonds at 4 per cent (which assumes no losses in bond 
investments). The yield of 4 per cent is justified on the ground 
that high-grade bonds were quoted in January, 1go1, at 3.95 per 
cent.’5 

Greatest income in this test to the end of 1922 was $1,097.57 
in 1916. But, by 1930, this income had mounted to $5,555.72, al- 
though it shrank in the two years following. 

The original capital investment in this test in 1901 was $9,877.- 
oo. By 1922 it had mounted to only $10,830.00. By 1929, how- 
ever, it had risen to the astounding market value of $90,436.50, 
and three years later was about half that figure. 

It is noteworthy that until 1922 this test had been the least 
satisfactory of any of the 1901 tests. By 1932 it had proved to be 
the best. 

Test B was based upon the original Smith Test 3. This test was 
chosen for continuation because it had proved to be the most sat- 
isfactory, in point of total return, of the Smith tests. The con- 
stituent stocks of this test were the following: 

United States Express 

Tennessee Coal, Iron and Railroad 

American Car and Foundry 

Federal Steel 

American Sugar Refining 

Western Union Telegraph 

Brooklyn Rapid Transit 

People’s Gas Light and Coke 

American Tobacco 

United States Rubber 


2s Standard Daily Trade Service, Bulletin No. 10 (October 20, 1923). 
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These companies had been selected on the basis of type of in- 
dustry. In the January 12, 1901, issue of The Commercial and 
Financial Chronicle companies listed on the New York Stock Ex- 
change in 1900 are classified according to type of industry. That 
company in each industry which had the greatest number of com- 
mon-stock transactions in the Exchange during the preceding 
week was arbitrarily selected. As in Test A, this was a reasonably 
scientific selection. As Smith points out, “It is important to re- 
peat that these methods of selecting stocks are strictly laboratory 
methods, enabling us to eliminate present-day judgment from 
our tests.’ 

By the end of 1932 Brooklyn Rapid Transit had been sold, 
United States Express had been dissolved. Tennessee Coal, Iron 
and Railroad, and Federal Steel had been consolidated into United 
States Steel, and part of the securities received in exchange had 
been called for redemption. 

In only one year from 1901 through 1932 had income fallen be- 
low that of the hypothetical income from bonds. That was in 
1904, and the deficiency was only $6.00. The greatest income 
came in 1928 when it reached $1,746.33. By 1932 it had declined 
to about one-fourth that amount to a point only $27.01 in excess 
of the hypothetical bond income. 

The original investment in 1901 in Test B amounted to $10,- 
012.00. By the end of 1922 market value was $20,602.00. In 1929 
it reached $35,446.55, and by the end of 1932 it had declined to 
$9,036.55—less than the amount of the original investment in 
1gol. 

It is interesting that Test B, which showed the best record to 
1922, was in a relatively poor position in 1932. Test A, which had 
shown relatively poor results to 1922, was several times better 
than Test B in 1932. 

Test C was based upon Smith Test 11, which, among the ex- 
clusively railroad stocks tests, had enjoyed the most prosperous 
experience. Test C consisted of approximately equal amounts, in 
terms of doliars invested, of the stocks of the following com- 
panies: 

26 See Note 7. 
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Atchison, Topeka & Santa Fe 
Southern Pacific 

Southern Railway 

Erie 

Reading 

Norfolk & Western 

Colorado & Southern 
Missouri, Kansas & Texas 
Denver & Rio Grande 
Kansas City Southern 


Smith selected these companies because, “Having tested the 
ten largest rails which were paying dividends in 1go00 it.... 
seemed fitting, in the spirit of research, to test the ten largest 
which were not paying dividends in 1900.’ 

By the end of 1932 two of these companies had been sold: 
Missouri, Kansas & Texas and Denver & Rio Grande. 

This group of stocks, as might be guessed, had a very slow 
start. Lowest annual income was $114.00, in the first year, 1901. 
There were six years in which annual income was lower than the 
4 per cent hypothetical income from bonds. These were 1901, 
1902, 1903, 1904, 1905, and 1932. In 1932, however, the deficiency 
was only $12.86. 

In market value the results of Test C are equally interesting. 
The original investment in 1901 was $10,002.00. By 1922 market 
value had climbed to $21,992.00, and by 1929 to $60,957.62, a 
remarkable figure, but by 1932 market value was only $8,403.74 
—substantially below the original investment in 1go1. 

It may be of interest to compare the three tests as to total and 
average income. Total income for the 32 years was $41,596.39 
in Test A, $33,230.57 in Test B, $27,608.90 in Test C, and $12,- 
800.00 for bonds. Average income per year was $1,299.89 in Test 
A, $1,038.45 in Test B, $862.75 in Test C, and $400.00 in the case 
of bonds. Or it may be stated that average income per year for 
Tests A and B (mostly industrial stocks; Test C was comprised of 
railroad stocks exclusively) combined was $1,169.17 as compared 
with $400.00 for bonds, a ratio of almost three to one in favor of 
common stocks. 


27 Ibid. 
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The figures for each test and each year are shown in Table I. 
It is important, in pointing out that 1932 brought a slight de- 














Tes A Tet B Test C Bonds 
Year (Industrials and | (Industrials and (Railroads) (Hypothetically) 
Utilities) Utilities) 
sree 607.25 616.60 114.00 400.00 
Re oes acnrvencan 741.81 515.00 135.00 400.00 
ere 678.87 595.50 146.00 400.00 
I ice/ta tp ha aces 732.80 394.00 146.00 400.00 
ES 4.6.6 dannnnuns 752.80 481.00 297.00 400.00 
iin ai aes 1,072.05 732.00 406.50 400.00 
1907... 798.80 673.21 510.75 400.00 
1908. . 727.80 763.85 754.00 400.90 
ik aed sane eee 864.50 824.75 775.00 400.00 
SE phe <xiomees 763.30 962.75 876.00 400.00 
DRG adaxnexkanicaa 690. 30 813.00 881.50 400.00 
i cnakswewens ts 665.42 985.15 764.00 400.00 
i carck anodes 827.51 1,049.00 710.00 400.00 
I as sletd pane mies 657.24 1,008.75 710.00 400.00 
7 eee 657.74 805.00 710.00 400.00 
1916..... 1,007.57 809 .00 748.50 400.00 
: eee 963.51 1,230.25 756.00 400.00 
ara rntctete wears 849.26 1,168.50 736.80 400.00 
Rn Chuan ca maeus 737.66 1,663.04 736.80 400.00 
Eee 816.66 1,640.54 730.80 400.00 
SERS 712.91 1,319.79 1,138.80 400.00 
| Pr rerry S 673.43 1,114.04 1,160.80 400.00 
cds ere paras aka 1,702.42 1,141.42 720.14 400.00 
See ere 1,800.87 1,247.65 938.87 400.00 
EEE ee 1,894.67 1,281.65 1,015.14 400.00 
1926. 2,249.17 1,347.15 1,593-14 400.00 
ee 1,878.18 1,397.87 1,691.14 400.00 
1928. 2,423.96 1,746.33 1,753.14 400.00 
1920. 2,732.43 1,570.75 2,061.64 400.00 
1930. 5555-72 1,707.26 2,074.14 400.00 
1931 2,734-72 1,192.76 1,424.14 400.00 
ree 1,534.99 427.01 387.14 400.00 
Total income...} 41,596.39 33,230.57 27,608.90 12,800.00 
Average income 
per year..... 1,299.89 1,038.45 862.75 400.00 























* Data from 1901-22 from Edgar Lawrence Smith, Common Stocks as Long Term Investments , 


by permission of the Macmillan Company, publishers. 


ficiency of income below that of the hypothetical bond income, 
in Test C, to bear in mind that the bond income (4 per cent on 
$10,000, or $400) assumes neither defaults in income nor in pay- 





ments of principal. 
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It is important, in pointing out that 1932 brought deficiencies 
in market values below that of the hypothetical bond investment, 
in Tests B and C, to bear in mind that the market value of the 
bonds assumes no decline in quoted prices, and it is obvious even 
to the casual observer that this is an impractical assumption. 

One criticism which may be leveled at the extension of the 
Smith tests through 1932 is that 32 years is too long a period to be 
considered. It may be argued that rarely is an investment main- 
tained in any equity security for three decades. Smith’s tests from 
1901 through 1922 ran for only 22 years. It may be suggested that 
if a test is made as of the end of 1932 it should include no longer 
a period than Smith’s tests, or 22 years. Acceptance of this sug- 
gestion would cause the tests to start in January, 1911. An ex- 
amination of the data as of 1911, however, reveals the fact that, 
although the exact figures would be different, the general con- 
clusions would be substantially the same. Furthermore, the criti- 
cism that 32 years is too long a test period would be attacked by 
many students of investment. One writer in a study of common 
and preferred stocks used the 39-year period from 1866 to 1925 
because ‘‘for the results to be of greatest possible value the study 
should begin at as early a date as possible and extend up to the 
present time.’”* 

Another view of these tests is obtained when the factor of pur- 
chasing power is added. In tempering the dollar income and the 
dollar market value of the various tests, the modifier used by the 
present writer was the Index of General Prices as published by the 
Federal Reserve Bank of New York. The results invite comment. 
Expressed in terms of 1913 dollars, the stupendous return of 
$5,555-72 in 1930 in Test A is reduced to $3,306.98. In the same 
year the hypothetical bond income of $400.00 is reduced to 
$238.10. In 1920 this real income from bonds was only $207.25. 
The comparable figures for other years are equisonant. During 
the period from the War to 1931 a wide gap is found between 
dollar income and real income. Prior to the War the scissure 
was small. But, overlooking one insignificant exception (Test C, 


38 James Roy Jackson, “Common and Preferred Stocks as Investments,” 
Journal of Business of the University of Chicago (July, 1928). 
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1932), at no time has the hypothetical purchasing power income 
from bonds exceeded the actual comparable income from com- 
mon stocks. 

It should be borne in mind also that in dealing with present 
conditions the tax advantage of dividends as compared with in- 
terest is quite substantial. No account is taken of this advantage 
in the tests referred to. 

It is obvious that if one accepts the assumptions made originally 
by Smith and the bases of arbitrary-random selection of stocks 
set up by him, that if one accepts the adequacy of the Smith tests 
to 1922 and the continuation of three of them as Tests A, B, and C 


TABLE II 
MARKET VALUE TESTS* 











Test A Tet B Test C Bonds 
(Industrials and | (Industrials and (Railroads) (Hypothetically) 
Utilities) Utilities) 
January, I901...... 9,877.00 10,012.00 10,002.00 10,000.00 
December, 1922....| 10,830.00 20,602.00 21,992.00 10,000.00 
August, 1929....... 90,436.50 35,440.55 60,957.62 10,000.00 
December, 1932....| 44,240.75 9,036.55 8,403.74 10,000.00 

















* Data from 1901-22 from Edgar Lawrence Smith, Common Siocks as Long Term Investments, by 
permission of the Macmillan Company, publishers. 


through 1932, one is forced to accept the validity of the common- 
stock theory as applied to the period over which the tests were 
made. 

One question which may well be raised at this point is: Of 
what value are these findings to the average investor? If the small 
investor is convinced of the validity of the theory, how should he 
be guided in his selection of investments? To which a triangular 
reply may be made. First, the small investor may select common- 
stock issues in which he has confidence (his method of selection is 
a matter of analysis outside the scope of this paper). Second, and 
especially if his total sum is small, he may select the issues of in- 
vestment trusts which are based upon common-stock portfolios. 
Third, he may take a middle course and include both bonds and 
stocks in his holdings. 
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There are two general objections which a scientific investor 
might make to the theory as applied to long periods, periods in- 
clusive of both rising and falling prices. 

One objection is that the period of the tests (1901-32) was, in 
general, a period of expansion and that the future may or may not 
repeat or continue the process. 

The second objection has to do with the manner in which the 
companies were selected by Smith. In two of the Smith tests 
stocks of leading companies were selected and from these were 
chosen those issues which gave the highest yield on purchase 
price. Why Smith stipulated highest yield his book does not re- 
veal. There appears to be here a fundamental weakness. Certain- 
ly the careful investor does not ordinarily espouse stocks render- 
ing the highest yields. Is it not more in keeping with conservative 
practice that he would choose stocks with lowest yields? The fact 
that a stock offers a low yield is prima facie evidence that it is held 
in high esteem. But, whether a selection of ten stocks bearing 
lowest yields would have brought substantially different results is 
not known. There is reason to believe that it would not. Had 
Smith in his Test 2 (later Test A) chosen his stocks on a low-yield 
basis rather than a high-yield basis, he would have included issues 
of prime position, issues which later proved to be among the lead- 
ers in American industry. Confirmation of this strength of the 
low-yield common stocks is found in several studies of this phase 
of the problem. Badger conducted tests on 40 issues from 1913 
to 1924, and found the low-yield group to have the advantage 
both in income and in market appreciation.” Another study, by 
Cox, carried tests over the decade of 1919-29 with 12 industrial 
and 8 utility issues, and reached the same conclusion.** And Stu- 
gard, in a more recent study, traced the income from and market 
value of three groups of common stocks.* Of his three groups one 
was designated high grade, one medium grade, one speculative. 


29 Ralph E. Badger, Investment Principles and Practices (Prentice-Hall, 1928). 

30 George Clarke Cox, “Buying Low-Yield Stocks for Income,” Barron’s Weekly 
(February 10, 1930). 

3 Erwin Stugard, “Have the ‘Blue Chip’ Stocks Stood the Test?” Barron’s 
Weekly (September 12, 1932). 
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Throughout the entire period of the study the high-grade stocks, 
which were presumably those of low yields, rendered the highest 
total return on the investment. 

Certainly the point may be made that many more tests could 
be projected on this subject, tests which might reveal interesting 
figures. Of the truth of such a proposal no doubt is entertained. 
Many angles present themselves as statistical possibilities. It ap- 
pears unnecessary, however, to enter into so expansive a task when 
the truth of the general thesis is so evident. Different figures 
would be obtained, but it is apparent from the data that the con- 
clusions would stand unmolested. 

It is the opinion of the present writer that if one accepts the 
Smith tests, the Van Strum experiment, and the above-described 
abridged extension of the Smith tests, the common-stock theory 
stands upon a firm base, shaken by the developments of 1932, 
but not destroyed. 








THE FEDERAL COURTS AND ORGANIZED 
LABOR—(Continued) 
JAY FINLEY CHRIST*° 


INJUNCTIONS UPON PRIVATE PETITION FOR THE TESTING 
OF THE VALIDITY OF FEDERAL STATUTES™ 


INCE the Erdman Act of 1898*° and prior to the recovery 
legislation of 1933, four federal statutes have made some 
attempt to deal with the problem of the position of organ- 

ized labor on interstate railroads. Three of these statutes at- 
tempted to safeguard collective bargaining between the railroads 
and their employees. The other, the Adamson Act of 1916, fixed 
certain specific terms of employment. So far as they have been 
tested at all, the validity and the effects of these various enact- 
ments were considered by the courts in every case through injunc- 
tion proceedings. 
THE NEWLANDS ACT OF 1913” 


Following the Erdman Act, the first of these statutes was the 
Newlands Act of 1913. This act provided that if any controversy 


260 Associate Professor of Business Law, the School of Business, the University of 
Chicago. 

6: Beginning with the issue of this Journal, July, 1932, each subsequent article 
in this series has dealt with some group of reported federal cases involving injunc- 
tion proceedings upon private petitions. These discussions have been organized 
under the general subhead, “Injunctions upon Private Petitions”; but the mechanics 
of repetition of subheads were so cumbersome that publication of the subdivision of 
the original outline was abandoned. The general subhead, in addition to including 
the discussion of injunction cases relative to yellow-dog contracts, picketing, and 
boycotts, includes the private petition cases which are discussed in the present paper 
and in the next succeeding one. 

262 30 Statutes, 424. The yellow-dog provision of Sec. 10 of this act was held 
invalid in Adair v. U.S. See this Journal, III, 347-55. The validity of the provisions 
of this act for arbitration and conciliation never was tested in the courts, so far as 
the reports disclose; but these provisions were used frequently from 1906 to 1916. 
See Witte, Government in Labor Disputes, p. 239. These provisions of the Erdman 
Act were replaced by the Newlands Act, of 1913. The other statute was an amend- 
ment to the Interstate Commerce Act, in 1888 (25 Stat. 501). This act never was 
used, according to Dr. Witte, op. cit., and certainly it never was tested or otherwise 
litigated in any reported case. 

263 38 Stat. 103. For the success with which the administration of this act was 
attended, see Witte, op. cit., p. 240, n. 1. 
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between the interstate carriers by rail (including the express com- 
panies and companies operating sleeping cars) should interrupt 
or threaten to interrupt interstate commerce to the public incon- 
venience, such dispute might be taken by either party for adjust- 
ment to a permanent Board of Mediation and Conciliation. This 
Board was established by the Act, and it was further empowered 
to proffer its services in ‘serious cases.’’ The awards of this board 
were not obligatory; but provision was made in the Act for arbi- 
tration of such disputes as the Board could not settle. Arbitration 
was not made compulsory; but it was provided that once the 
parties had agreed to arbitrate, the arbitrators were empowered 
to summon and compel the attendance of witnesses, and the 
award of the arbitrators was to be legally binding and enforcible 
in the federal courts. It was provided, however, that no award or 
decree of court could be used to compel men to render service; and 
in Section 122, it was provided, further, that in cases in which 
federal receivers were in control of a railroad or other carrier, the 
employees’ grievances might be heard in court, and that no such 
receiver might lawfully reduce wages without twenty days’ notice 
to the employees nor without the authority of the appropriate 
court. 

Only one reported case deals with the Newlands Act,4 and 
that case deals only with the constitutionality of Section 122 of 
the Act. A wage scale had been fixed by Decision No. 2 of the 
Labor Board Under the Transportation Act of 1920. The receiver 
had given notice of intent to reduce the wages of the men under 
this scale, without the twenty days’ notice required by the stat- 
ute, and the men had struck on this account. In the District 
Court, the section was held valid, and the petition of the strikers 
for reinstatement was denied. No appeal was taken. Thus, the 
men were entitled to the old scale, during the twenty days, pro- 
vided they worked during that time; but if they did not work, 
they were entitled neither to wages nor to reinstatement. Those 
sections of the Erdman Act and the Newlands Act which provided 
for mediation, conciliation, and arbitration were employed with 


4 Birmingham T. & Sav. Co. v. Atlanta, B. & A. Ry. Co. (1921), 271 Fed. 731, 
271 Fed. 743, Case No. 129, Appendix. 
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success in a considerable number of railroad disputes with only 
one failure until the wage dispute of 1916.*° The Newlands Act 
never came before the Supreme Court. 


THE ADAMSON ACT OF 1916 


During the summer of 1916, the railroad brotherhoods demanded 
the adoption of an eight-hour basic day as the unit of compensa- 
tion in the train and engine service. This demand was refused by 
the railroad managements, and negotiations under the Newlands 
Act having been unsuccessful, the brotherhoods called a strike of 
their members on all the roads throughout the country, fixing 
September 8, 1916, as the effective date. At the instance of 
President Wilson, Congress passed the Adamson Act, which be- 
came effective on January 1,1917. This act established the eight- 
hour day as the basis for the computation of pay of enginemen and 
trainmen in interstate commerce, and forbade the reduction of 
rates of pay for a jimited time. This was in effect a regulation of 
wages, since the old rate for the ten-hour day was to remain effec- 
tive for an eight-hour day, and overtime rates were to take effect 
after eight hours and at the eight-hour rate of computation. 

Wilson v. New et al.,? was a proceeding upon a petition to en- 
join the enforcement of the Adamson Act. To expedite an appeal, 
the District Court of the United States for Missouri, Western Di- 
vision, declared the statute invalid,’ and an appeal was taken 
direct to the Supreme Court. 

A majority of five, speaking through Mr. Chief Justice White, 
reversed the trial court, holding the statute valid on the following 
grounds: The statute fixes the length of the working day per- 
manently, and provides that wages may not be reduced during a 
specified time and after that time only as a result of collective 
bargaining. (1) The power to fix hours of service of railway em- 


6s For the statistics of these cases, see Witte, op. cit., p. 240, n. 1. The Erdman 
act was repealed by the Transportation Act of 1920, and the Newlands Act by the 
Railway Labor Board Act of 1926. 

26 (1917) 243 U.S. 332, 37 Sup. Ct. 298, Case No. 117. The text of the Adamson 
Act is in Comp. Stat., Sec. 8680; U.S. Code, Title 45, sec. 65. 


7 The District Court proceedings were not reported. 








FEDERAL COURTS AND ORGANIZED LABOR 63 


ployees in interstate commerce has been established,” and the 
power to regulate wages in interstate commerce, as done here, to 
protect the vital commerce of the entire country, is regarded as 
obviously inherent in the power of Congress over interstate com- 
merce. The engagement of the parties in business of a public 
character which is (as is interstate commerce) subject to congres- 
sional power, disqualifies the parties to object to this interference 
with their private action, so long as the power of Congress is not 
abused. (2) The power of Congress was not abused. (a) Equal 
protection of the laws was not denied by exempting some short 
lines, because the Act applies to roads under the power of Con- 
gress and to those parties whose controversy raised the emergency 
which called forth the exercise of the existing power. (0) Due 
process of law was observed: there was no confiscation of prop- 
erty; freedom to bargain as to rates of pay was not disturbed ex- 
cept for a comparatively short, emergency period; the provisions 
of the Act represent a compromise between conflicting interests, 
the conflict of which called forth the exercise of congressional 
power.” The Act was effective in meeting the emergency; and 
the eight-hour day is still in effect in the train and engine services 
of practically all the railroads.?”° 


268 The hours of service acts of 1907 were held valid in B. & O. R. Co. v. Int. Com. 
Com. (1911), 221 U.S. 612, 31 Sup. Ct. 621; and in M.K. & T.R. Co. v. U.S. (1913), 
231 U.S. 112, 34 Sup. Ct. 26. These cases are not discussed in this series, because 
they did not involve issues relative to organized labor, as such. 


269 The four dissenting justices took grounds, among them, that the act was 
arbitrary because it was an experiment, the cost of failure of which would have to 
be paid by the railroads; that due process was not observed, because property is 
taken from A and given to B; that the act was not in fact a regulation of com- 
merce, but a regulation of employment, which is not commerce. The latter reminds 
one of Adair v. U.S. 


270 The Act was not effective in every case. In Ft. Smith & W.R. Co. v. Mills 
(1920), 253 U.S. 206, 40 Sup. Ct. 526, an insolvent railroad was in the hands of a 
receiver, and in view of the insolvency, the employees were willing to continue at 
work under the old scale and on the ten-hour basis. For fear of the enforcement of 
the Adamson Act, the Railroad brought an injunction on proceeding to restrain the 
receiver from enforcing the Act. The Supreme Court, through Mr. Justice Holmes, 
held that since the road could not meet the terms of the act and continue in business 
and since the employees were willing to continue, the Act was not applicable to this 
railroad at the time. “We think it reasonable to assume that the circumstances in 
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THE TRANSPORTATION ACT OF I920 


The Transportation Act of 1920 was devised, primarily, for the 
purpose of making provision for the return of the great railroad 
systems of the country after the World War. In anticipation of 
labor disputes,?” certain sections were incorporated in the statute, 
making provision for voluntary conferences and arbitration of 
such disputes. Section 301 provided that if disputes between 
carriers and their employees could not be decided by conferences 
before boards of adjustment chosen by the parties, the parties 
must refer the controversy to the Labor Board. Section 307 pro- 
vided for hearing and decision of such disputes if (a) no adjust- 
ment board was operating, if (b) the adjustment board certified 
to the Labor Board that the former had failed or was about to 
fail to reach a decision within a reasonable time, or if (c) the Labor 
Board determined that any adjustment board had so failed or was 
not acting with due diligence. If no adjustment board had been 
appointed, the Labor Board might proceed of its own motion, or 
upon petition of employees or employers, if the dispute was likely 
“substantially to interrupt commerce.” 

Except for one case,” the litigated history of this statute, so 
far as the Act affected organized labor and so far as the reports 
disclose it, is a part of the history of the struggle of the Pennsyl- 
vania Railroad with its employees, from 1920 to 1925. There are 
reports of about a dozen decisions in five cases which arose during 
this time.?”3 

The first case in this group was Pennsylvania R. Co. v. U.S. 


which and the purposes for which the law was passed import an exception in a case 
like this.” 

The continuance of the eight-hour day is due to the fact that the operation of 
the Adamson Act showed that it was feasible. Subsequent bargaining power of the 
unions kept the eight-hour day in effect, though some modifications have been 
made in practice. 

27" Negotiations for changes in rates of pay and working conditions were pending 
between the workers and the Director-General, while the statute was in process of 
enactment. 

272 (1922) Portland Terminal Co. v. Foss, et al., 283 Fed. 204, Case No. 154, dis- 
cussed infra n. 


273 See also R.R. Labor Board v. Robertson, Case No. 187A, infra. 
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Labor Board, et al.27* There was a dispute between the railroad 
and its shop crafts workers. The company refused to confer with 
the officers of the union, on the ground that it was not convinced 
that these men represented a majority of the shopcrafts em- 
ployees. An election was held to designate employee representa- 
tives, but the ballots provided that such representatives must be 
natural persons in the employ of the railroad. To this the em- 
ployees objected, on the ground that such an election would not 
be in accord with certain rules which the Labor Board had an- 
nounced that it would follow in dealing with labor disputes under 
the Act.?> The employees sent out their own ballots for the same 
election, and the union filed a complaint under the Act, complain- 
ing of the character of the company’s ballots. At the hearing it 
appeared that the votes cast upon the company’s ballots were 
somewhat in excess of 3,000 out of more than 33,000 employees 
entitled to vote, and that the persons chosen by the 3,000 ballots 
had conferred with company representatives and agreed upon a 
schedule of rules and working conditions. The Board decided that 
the election was invalid, and it ordered a new election, for which 
rules and forms of ballot were prescribed by the Board. These 
rules and ballots provided for the selection of labor organizations 
as representatives, if the employees should desire so to choose. 

The company brought a bill to restrain the Board from func- 


274 (1921) 282 Fed. 693, Case No. 152A in Appendix. This case should have been 
given number 129A, in order to place it properly in its chronological relationship. 
It was given number 152A because I was misled by its place in the reports. The 
proceedings in the trial court were not reported until after subsequent proceedings 
had disclosed the importance of the issues. 

27s Among others, the Board had in earlier cases announced that it would be 
governed by the following rules: 

“5. The right of . . . . lawful organizations to act toward lawful objects through 
representatives of its own choice, whether employees of a particular carrier or not, 
shall be agreed to by management.” 

“15. The majority of any craft or class of employees shall have the right to de- 
termine what organization shall represent members of such craft or class. Such or- 
ganization shall have the right to make an agreement which shall apply to all em- 
ployees in such craft or class. No such agreement shall infringe, however, upon the 
right of employees not members of the organization representing the majority to 
present grievances either in person or by representatives of their own choice.” 
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tioning generally and to restrain it from enforcing the order in this 
case. 

In the District Court a motion to dismiss the bill was denied. 
It was held by this court that the Act was valid, but that the 
question was an open one, whether or not the board had properly 
exercised its power under the Act. In the Circuit Court of Ap- 
peals?” the decision was reversed with direction to dismiss the 
bill, on the grounds (a) that the Act was valid; (6) that the dis- 
pute was within the cognizance of the Board, whether it came to 
the board by agreement, ex parte, or by the Board’s own motion. 
The Board, said the court, cannot be deprived of its authority by 
any private arrangements of the employers, without the consent 
of the employees. On writ of certiorari,””7 the Supreme Court 
affirmed the decision of the Circuit Court of Appeals. 

The validity of the Act seems to rest upon the fact that the 
decisions of the Board are not given the force of law. The Board 
is empowered to act merely in an advisory capacity’ and it 
acted within its jurisdiction, first because the dispute was brought 
to the Board by a lawful group—the shopcrafts union; second, the 
Board’s action grew out of a hearing under the Act; third, if the 
Board is to deal with employees’ representatives upon hearings, 
it is entitled to decide who are representatives; fourth, if the in- 
tent of Congress to prevent interruptions of commerce is to be 
carried out, one of the important matters for the Board to decide 
is who shall be entitled to represent the employees in proceedings, 
either with the employers or before the Board; fifth, the Board in 
making these rules and decisions, is not determining the legal 
rights of the parties; it is deciding and yet merely advising 
“how the parties ought to exercise their legal rights so as to enable 


276 (1922) 282 Fed. 701, 7th Circuit. 

277 (1923) 216 U.S. 72; 43 Sup. Ct. 278. 

278 “The decisions of the Labor Board are not to be enforced by process. The 
only sanction of its decision is to be the force of public opinion invoked by the fair- 
ness of a full hearing, the intrinsic justice of the conclusion, strengthened by the 
official prestige of the Board, and the full publication of the violation of such de- 
cision by any party to the proceeding... . . The function of the Labor Board is to 
direct . . . . public criticism against the party who, it thinks, justly deserves it.” 
261 U.S. at p. 79. 








FEDERAL COURTS AND ORGANIZED LABOR 67 


them to co-operate in running the railroad.”’ Thus, the findings 
and rulings of the Board, not being binding or compulsory, “vio- 
late no legal or equitable right of the complaining company.” 

After this decision, the company did not hold another election, 
and it also refused to confer with representatives chosen by the 
men. In Fenstemacher v. Pennsylvania R. Co.?”® the representa- 
tives of employees brought a bill to restrain the old election and 
all acts done in pursuance of it; but the district court refused to 
enjoin the doing of acts pursuant to the election. The court was 
not impressed by the contention that the election is a nullity, 
even though it had been so declared under the statute by the 
Board.**° The controversy next appears (as of about the same 
time) in Broh. of Railway Clerks, etc., v. Pennsylvania R. Co2** 
The railway company conferred with the “representatives” [of its 
clerks], chosen in the manner already indicated, and agreed with 
them upon a new schedule of wages and working conditions. The 
union asked an injunction to restrain defendants from changing, 
in this manner, the scale which had been set by the Labor Board, 
claiming that such changes could be made only in accordance with 
the provisions of the Transportation Act; but relief was denied. 
In Penna. System Federation [of shopworkers], v. Penna. R. Co.,?* 
there was a further proceeding upon a similar bill; but it was held 
that the courts had no power to enforce the orders of the Labor 
Board. In Penna. System Adjustment Board [of clerks] v. Penna. 
R. Co.?*3 the adjustment board’s bill to the same end was also 
dismissed. The cases of the Federation and the Adjustment 
Board were affirmed by the Circuit Court in the same proceed- 
ing**4 and this decision was affirmed by the Supreme Court,7*s 
following the decision in the earlier case, to the effect that the 

279 (1922) 296 Fed. 210 and ibid., 213, Case No. 139, Appendix. 

280 This decision precedes in time that of the Supreme Court which holds that 
the decisions of the Board are not binding. Note 278, supra. 

28t (1922) 296 Fed. 218, Case No. 141, Appendix. 

282 (1922) 296 Fed. 220, Case No. 177. 

283 (1923) 294 Fed. 556, Case No. 177A. 

284 Reported in 1 F. (2d) 171, Case No. 141 (the earlier Brotherhood case) was 


not appealed. 
285 (1925) 267 U.S. 203, 45 Sup. Ct. 307; and 267 U.S. 219, 45 Sup. Ct. 312. 
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work of the Labor Board was merely advisory, not legally binding 
and not enforcible by the courts. Refusal to abide by the rulings 
of the Board could not be enjoined, therefore, as conspiracy. 

The adjustment boards and the Labor Board, then, following 
these decisions, are merely devices for inducing arbitration; they 
are quite useless in just the cases in which some imperative device 
is most needed. They are only needed when voluntary conference 
and arbitration fail, and in such cases these boards are practically 
helpless, so far as any observable effect is concerned. They are 
not available, either, for the prevention of strikes upon the rail- 
roads, for if the orders of the Labor Board are not binding upon 
the railroads, no more would they be binding upon employees 
who might, so far as this statute is concerned, lawfully quit work 
in defiance of orders of the Board to the contrary.** 

The other case, under the Transportation Act of 1920, involved 
two problems of jurisdiction. In 1924 the Labor Board had as- 


286 We have already seen an interesting reflection of these decisions in the Shop- 
men’s Injunction Case, in which the representatives of the striking union relied 
upon this position of the court to justify their right to strike as if the Transportation 
Act had not been passed. Upon the basis of this, the appearance of the strikers in 
those proceedings was withdrawn as unnecessary. See this Journal (April, 1932), 
p. 123. Cf. the Great Northern Cases, this Journal (October, 1932), p. 386. 

In Portland Term. Co. v. Foss et al. (1922), 283 Fed. 204, Case No. 154, a strike 
was called pending a decision of the Labor Board in an arbitration proceeding to 
which the employees had agreed. In the lower court an injunction was granted to 
restrain the strike, on the ground that the agreement to arbitrate under the Trans- 
portation Act had operated as a waiver of the right to strike. In the Circuit Court 
of Appeals (1923), 287 Fed. 33, the decision was reversed with an order to dismiss 
the bill on the grounds (a) that Section 20 of the Clayton Act forbids the issuance of 
an injunction in a case between employer and employees as to a labor dispute, un- 
less such injunction is necessary to prevent irreparable injury, and (5) that the 
same section forbids the issuance of an injunction to restrain peaceable cessation 
of work. The court could not find any threat of irreparable damage nor any sufficient 
evidence that the quitting of work would be other than peaceable. 

This is the only reported case in which any court of the United States has in 
terms denied a labor injunction because of the language of the Clayton Act. Either 
of the grounds alleged, however, would have been sufficient grounds for denial of 
relief against this strike at common law. It was this fact which seemed to justify 
omission of mention of this case, in connection with the earlier statement that no 
case had been found in which relief had been denied because of the provisions of the 
Clayton Act. See this Journal, April, 1932, p. 104. 
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sumed jurisdiction over a dispute between certain western rail- 
roads and their employees in the engine service. Under Section 
310 of the Act, the Board summoned Robertson, representative of 
the Firemen, and McGuire, representative of the Engineers, to 
attend its hearing. Both refused to appear. The section pro- 
vided that any person so summoned may be compelled to appear, 
by application to “any court of the United States.’’ Railroad 
Labor Board v. Robertson and Same v. McGuire**’ were two cases 
arising from petitions of the Board to the District Court of the 
United States for the Northern District of Illinois, for an order re- 
quiring these witnesses to appear. Robertson was a resident of 
another district and objected to the jurisdiction of the court to 
issue an order for his appearance before the Board. Both Robert- 
son and McGuire objected to the granting of the petition on the 
ground that the statute was invalid as a violation of due process 
clauses of the Constitution. Upon the question of jurisdiction, the 
trial court ruled that Congress has unlimited power over the juris- 
diction of the inferior courts of the United States, and that they 
had given jurisdiction in such cases to “any court of the United 
States.”” The statute was held to be valid, because the Board’s 
investigation was a judicial procedure, and no constitutional 
rights are violated by requiring the presence of witnesses in such 
proceedings. 

The issue of original jurisdiction was appealed by Robert- 
son, and this part of the decision was reversed by the Supreme 
Court.?** It was pointed out that Section 51 of the Judicial Code 
provides that, with certain exceptions not applicable to this case, 
“no civil suit shall be brought in any district court against any 
person by any original process or proceeding in any other district 
than that whereof he is an inhabitant.” “Any court of the United 
States,” as the phrase was used in the Transportation Act, must 
be interpreted in the light of the Judicial Code, where the same 
language is used. In that light, this phrase means “any court of 
competent jurisdiction,” as that jurisdiction has been established 


287 (1925) 3 F. (2d) 488, Case No. 187A. 
288 (1925) 268 U.S. 619; 45 Sup. Ct. 621. 
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and limited by Congress. The court here did not have jurisdiction 
over Robertson, so that its order to him was void. The decision as 
to McGuire was not appealed. 

The labor features of the Transportation Act were not called 
into litigation in any other reported cases, though the Board func- 
tioned in almost thirteen thousand cases during five years; and 
most of its decisions, though in favor of labor, were put into opera- 
tion. But labor had not given its assent to the passage of the act 
in the first place, and never was satisfied with it, and this statute 
gave way in 1926 to the Railway Labor Act of the latter year.?*? 


THE RAILWAY LABOR ACT OF 1926 


This statute was drawn as the result of conferences between the 
railroad management group and the railroad unions. It provides 
for the existence of a Board of Mediation, composed of five mem- 
bers not connected with the roads or with the unions. It is the 
function of the Board to act as mediator in labor disputes and, if 
mediation fails, to urge arbitration. When arbitration is resorted 
to, it does not take place before the Board of Mediation, but 
before a separate board for each case, selected either by the parties 
or by the Board of Mediation if the parties cannot agree. Under 
this Act, if arbitration is agreed upon, the parties are legally 
bound by awards, and the courts are empowered to issue injunc- 
tions to put the awards into effect. In addition, there is provision 
for the establishment of adjustment boards, by agreement of em- 
ployers and employees, one such board for each system or group 
of lines; and it is further provided that 

. . representatives, for the purposes of this Act, shall be designated by 
the respective parties in such manner as may be provided in their corporate 
organization, or unincorporated association, or by other means of collective 
action, without interference, influence, or coercion exercised by either party 
over the self-organization or designation of representatives by the other.” 

In the course of negotiations between the Brotherhood of 
Clerks and the Texas and New Orleans Railroad, the latter made 
use of certain coercive devices, such as discharging men who were 
active in helping the union in the struggle for freedom to select 


289 See Witte, op. cit., pp. 241-43, and material there cited. The Newlands Act 
was also repealed by this Act of 1926. 
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their own representatives, and the company organized a com- 
pany union under its own domination, and recognized the repre- 
sentatives chosen by the latter. It also tried to influence the em- 
ployees to recognize the company union as their representatives. 
The Brotherhood of Clerks filed a bill and an injunction was 
granted restraining the company from thus violating the Act of 
1926. Notwithstanding the injunction, the company continued 
with the same tactics. The first report of judicial proceedings in 
this controversy is that of a contempt proceeding of 1928,?® upon 
information that the company had violated the injunction, by 
violating the statute in influencing and interfering with the men 
in their selection of representatives. 

The trial court first set forth the established principle that con- 
tempt in violating an injunction is excused only if the order vio- 
lated is a complete nullity. The court then held that the order 
was valid because (a) the statute was a valid exercise of the power 
of Congress, since the practice of collective bargaining had grown 
to such proportions in its effects upon interstate commerce, as to 
call for legislative action, and because (6) the order was in fact 
disobeyed. The company was ordered to disestablish the com- 
pany union, to re-establish the Brotherhood as representaive of 
the employees until a secret election could be held by the men, 
and to reinstate men who had been discharged because of their 
activity on behalf of the Brotherhood. Subsequently, this order 
was modified so that the new election could be held either by se- 
cret ballot or by any other method suitable to the employees.’ 
This decision was affirmed by the Circuit Court of Appeals,?” 
and by the Supreme Court.?%* The Supreme Court, speaking 
through Mr. Chief Justice Hughes, distinguished this statute 
from Section 10 of the Erdman Act of 1898,?%4 on the ground that 


299 (1928) 24 F. (2d) 426. The earlier proceeding is not reported. 

29t 25 F. (2d) 873 and 876. 

222 33 F. (2d) 13. There was a dissent in this decision, on the ground that the 
statute is not compulsory on the company, so that an injunction could not lie. 

293 (1930) 281 U.S. 548; 50 Sup. Ct. 427. 

294 Declared invalid in Adair v. U.S., 208 U.S. 161, 28 Sup. Ct. 277. See this Jour- 
nal, July, 1930, Pp. 347-55: 
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while the earlier statute constituted an interference with the 
right of employers to choose their employees, the Railway Labor 
Act 

. . is not aimed at this right of the employer, but at the interference 
with the right of employees to have representatives of their own choosing. 
As the carriers subject to the act have no constitutional rights to interfere 
with the freedom of the employees in making their selections, they cannot 
complain of the statute on constitutional grounds.’”9s 


This decision established the validity of so much of the Labor 
Act of 1926 as was applicable here. It represents a healthy ad- 
vance in the responsiveness of the court to this type of legislation. 
The Act, according to Dr. Witte, has functioned very effectively. 
He points out?” that the Act had been in force four years at his 
time of writing, that “Only one small strike has occurred, and no 
bitterness has resulted from any settlement,” and that the rail- 
roads and other carriers and their employees are co-operating in 
a friendly spirit. 

The company union—organized by or under the supervision of 
the employer and controlling the selection of “‘representatives”’ 
for collective bargaining—has not been effectively dealt with 
under this Act, however. It will be noted that the Act provides 
for freedom of selection of representatives “for purposes of the 
Act,”’ only. That is to say that it provides protection for free 
choice of representatives only for purposes of mediation or arbi- 
tration under the state; it does not at all affect the selection of 
“representatives” through the company union for ordinary nego- 
tiations. It is almost inevitable, in many cases, that if the com- 
pany union speaks ‘for the employees” in ordinary negotiations, 


29s This reasoning seems to involve an inherent inconsistency. The order included 
an injunction to re-employ certain men who had been discharged in an attempt to 
deprive them and others of freedom of choice. If these men must be re-employed, 
what has become of the employer’s “right” to choose his employees, so carefully 
protected by the Adair decision? The further question: Can both “rights”—to 
choose employees and to choose representatives by employees—exist undiminished, 
side by side, under the statute? This case seems clearly to overrule the Adair de- 
cision. 

296 Witte, op. cit., p. 244. For a full discussion of the Texas & N.O. case, see 
Edward Berman, American Economic Review, XX (December, 1930), 619-39. 
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there is no other organization through which employees can make 
felt any discontent; and when such is the case, petitions to the 
Board of Mediation and the subsequent possibilities of arbitra- 
tion under the statute become extremely difficult. At any rate, 
the company union has flourished on the railroads, particularly in 
the shopcrafts and among the office clerks. 

It is this condition which is responsible for certain provisions 
of National Recovery Legislation. The Bankruptcy Act of 
March 3, 1933,” specifically outlaws the company union, along 
with the yellow-dog contract, but only on railroads in the control 
of any judge, trustee, or receiver in bankruptcy proceedings in the 
federal courts. This, of course, could not reach many of the rail- 
roads and the Emergency Railroad Transportation Act of June 
16, 1933,°% provides that all carriers,?”? including those under 
private management, must comply with the terms of the Act of 


297 U.S. Code, Title 11, Sec. 205: 

(0) No judge or trustee acting under this act shall change the wages or working 
conditions of railroad employes, except in the manner prescribed in the Railroad 
Labor Act, or as set forth in the memorandum of agreement entered into in Chicago, 
Illinois, on January 31, 1932, between the executives of twenty-one standard labor 
organizations and the committee of nine authorized to represent Class 1 railroads. 

“(p) No judge or trustee under this act shall deny or in any way question the 
right of employes on the property under his jurisdiction to join the labor organiza- 
tion of their choice, and it shall be unlawful for any judge, trustee or receiver to 
interfere in any way with the organization of employes, or to use the funds of the 
railroad under his jurisdiction in maintaining so-called company unions, or to influ- 
ence or coerce employes in an effort to induce them to join or remain members of 
such company unions. 

““(qg) No judge, trustee, or receiver acting under this act shall require any person 
seeking employment on the property under his jurisdiction to sign any contract or 
agreement promising to join or to refuse to join a labor organization; and if such 
contract has been enforced on the property prior to the property coming under the 
jurisdiction of said judge, trustee or receiver, then the said judge, trustee or receiver, 
as soon as the matter is called to his attention, shall notify the employes by an 
appropriate order that such contract has been discarded and is no longer binding 
upon them in any way.” 

298 U.S. Code, Title 45. (Sec. 7 of the Act), par. (e). 

299 The term “carriers,” in the Railway Labor Act of 1926, was made specifically 
to include express companies and companies operating sleeping cars. The Act of 
1933 applies to all carriers subject to the Interstate Commerce Act and its amend- 
ments, of which the Act of 1926 is one. 
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March 3, Section 77, pars. (0), (p), and (g).3°° Under the Nation- 
al Recovery Act, these provisions are to be incorporated in every 
code or license to do business under the National Recovery Ad- 


ministration. 

It is worth noting that these provisions first appear in the Bank- 
ruptcy Act, adopted before the advent of the Roosevelt admin- 
istration. It seems not unlikely that, as a result of attempts 
running through some forty-five years, these*™ provisions might, 
at no very remote date, have been put into legislation affecting 
all interstate carriers, and that the company union, on the rail- 
roads, was already on the way to oblivion, even without the ‘““New 


Deal.”’3” 


3°° Under this Act, Co-ordinator Eastman has specifically demanded abolition 
of company unions on the railroads, and these organizations are rapidly disappear- 
ing, for so long, at least, as the legislation remains effective. 


3 Act of 1888, 25 Stat. 501; Erdman Act, 1898, 30 Stat. 424; Newlands Act, 
1913, 38 Stat. 103; Adamson Act, 1916, Comp. St. Sec. 8680; Transportation Act; 
Labor Board Act, 1920, 41 Stat. 469; Labor Board Act, 1926, 44 Stat. 577, U.S. 
Code, Title 45, Secs. 151-63. 

3 Tt is beyond the scope of this paper to discuss the effects of National Recovery 
Legislation on the right of collective bargaining, unless and until some of the issues 
get into the reported federal cases. In a recent case (not yet reported) the Brother- 
hood of Edison Employees of America has been granted an injunction in a federal 
court in New York, restraining the New York Edison Company from intimidating, 
influencing, or coercing their employees to accept a company union plan, contrary 
to Section 7 of the National Industrial Recovery Act. The injunction is only a 
temporary one, pending hearing on the facts. If the facts are found against defend- 
ant, we may get a test of the validity of this legislation in the Supreme Court. 


[To be continued] 














THE USE OF PUBLIC MERCHANDISING WARE- 
HOUSES—IN CHICAGO—Continued 


E. E. FEREBEE 


HE purpose here is to present a graphic portrayal of the 

supply and distribution areas of Chicago public merchan- 

dise warehouses. The primary basis for the study is infor- 
mation on inbound and outbound shipments to and from four of 
the largest public merchandise warehouses in Chicago." Maps 
have been constructed in order that the information may be pre- 
sented in concrete form. On these maps distinction has been made 
between carload and less-than-carload lots. The plotting has been 
done by counties, the maps being laid off in mileage zones. The 
respective zone limits from Chicago are as follows: 300 miles, 
550 miles, 750 miles, 1,000 miles, 1,350 miles, 1,550 miles, 1,750 
miles, and 2,100 miles. 

Figures 1-4 indicate the supply and distribution areas for all 
commodities received and distributed by the warehouses for the 
first month of each quarter of the year 1926. The inadequacy of 
the use of political units such as counties, cities, or states for de- 
lineating market areas is illustrated by these maps. The inade- 
quacy of circles for outlining a true market area is also demon- 
strated. Figure 1 when compared with Figure 2 reveals that the 
great preponderance of outbound shipments from Chicago ware- 
houses are of the less-than-carlot variety. Of the total merchan- 
dise leaving Chicago warehouses for cities, 19,953 carloads, only 
102 were carlot shipments. Of the total merchandise leaving for 
country points, 6,713 carloads, only 85 were carlot shipments. 

Figures 3 and 4 show an opposite tendency on the part of in- 
bound shipments. Here there is a proportionately larger number 


* The data include inbound and outbound shipments of commodities for January, 
April, July, and October, 1926. The information covers approximately 36,000 ship- 
ments going to or coming from any one of 1,500 counties scattered throughout the 
nation. The total volume of goods on which information is available exceeds 65,000 
tons. Commodities are classified into thirty different groups (see Journal of Busi- 
ness [October, 1933], p. 319). 
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of inbound shipments of the carlot variety. Of the inbound ship- 
ments from cities, 1,029 out of a total of 2,601 carloads were carlot 
shipments. Out of the 895 carloads inbound from country points, 
531 were carlot shipments. These facts are indicative of the 
service warehouses are rendering through pool-car distribution. 
Taken as a whole, the amount of merchandise in and out of these 
warehouses is a movement principally between large cities. 

It will be noted from Figure 1 that the heaviest concentration of 
outbound less-than-carload merchandise shipments occurs within 
a radius of 750 miles from Chicago. There is also evidenced by 
Figure 2 a tendency toward heavy concentration of outbound car- 
lot shipments within this area. This is not surprising, for many 
large concerns use Chicago as one of various distributing points. 
On the other hand, there are some companies distributing their 
entire output through Chicago, the goods being consigned to pub- 
lic merchandise warehouses within the city and then shipped to 
secondary points. A wise choice of distribution centers requires, 
among other things, a comparison of average freight savings 
through various distributing centers. 

Figures 3 and 4 indicate the areas from which goods are con- 
centrated into Chicago. The concentration is heaviest from within 
the first two mileage zones, within a radius of 550 miles of Chi- 
cago. Chicago also concentrates considerable merchandise from 
the East and Far West beyond the 550-mile zone. In view of the 
imports and heavy manufacturing of the East, and the canned 
goods industry of the Far West, this is what would normally be 
expected. 

The supply area for canned goods moving to Chicago public 
merchandise warehouses is represented by Figure 5. Figures 6 
and 7 outline the distribution areas. The Middle West and Pacific 
Coast states are the main sources of supply for canned goods. 
Chicago’s proximity to important production areas, its transpor- 
tation tie-up, its location on a line of through traffic, and the local 
consumption of Chicago are factors of paramount importance in 
the determination of the supply and distribution areas of its 
warehouses. In 1927 the value of product in the canning and pre- 














Ss / MERCHANDISE SHIPMENTS TO CHICAGO 
ss CANNED GOOOS 
us26) 





uss. 






































80 THE JOURNAL OF BUSINESS 


serving industry for the country as a whole was $637,428,049.” 
There was produced in the six states of Illinois, Indiana, Michi- 
gan, Minnesota, Ohio, and Wisconsin 17.9 per cent of this total, 
$114,711,668 in value of product. The population in these six 
states, 27,861,738,3 comprises 22.7 per cent of the total population 
of the United States. The canned goods produced in this area 
combined with those produced in the three Pacific Coast states, 
$207,462,538, and the four eastern states of New York, New 
Jersey, Pennsylvania, and Maryland, $180,045,962, account for 
78.9 per cent of the total national production of the industry. 

The canning industry in the Far West concentrates largely on 
fruits, whereas in the Middle West and East vegetable canning 
plays a more important part. Chicago, the railroad center of the 
nation, with its unparalleled transportation facilities, is situated 
on a line of through traffic between the east and west coasts. 
When storage in transit is advisable, Chicago occupies a very 
advantageous position. Again Chicago plays a very important 
part in the dispersion of canned goods over its own area, whether 
they are goods produced within or without the area. There is a 
wide spread between carload and less-than-carload freight rates 
on canned goods.‘ The margin of profit on canned goods is not 
large, and many distributors of this type of product use Chicago 
as a rate-breaking point in the dispersion of their commodities 
over the Middle West. 

Figures 6. and 7 indicate that the distribution areas receiving 
the heaviest shipments from Chicago lie within the various mile- 
age zones, within a radius of 750 miles from the city. In the case 
of less-than-carload shipments there appears a heavier westward 
movement beyond the 750-mile zone than is true of carload ship- 
ments. This may be attributed largely to the concentration of 


2U.S. Census on Manufactures (Bureau of the Census, 1930). 

3 Tbid. 

4 For average savings in freight rates from distributing canned goods eastward 
from the Pacific Coast through Chicago, see Don F. Harner, traffic manager for 
Stewart Curtis Packers, Inc., in his article, “Chicago as a Distributing Center,” 
Materials Handling and Distribution, September, 1930. The article is one of a series 
dealing with distribution waste. Chicago is discussed asa distribution center for the 
central and northern portions of the United States. 




















PUBLIC MERCHANDISE WAREHOUSES IN CHICAGO 81 


vegetable canning in the Middle West and to the fact that many 
small canners are not able to utilize a number of central distribut- 
ing points. 

Figures 8 and g illustrate the concentration and dispersion of 
confectionery and confectionery supplies by Chicago warehouses. 
Confectionery and confectionery supplies, as the term is used 
here, applies to candies of various kinds, chocolate coating, cocoa, 
and certain other commodities essential to the manufacture of 
candy. A glance at Figure 8° reveals that concentration is from 
highly centralized areas. Although the pool-car method of dis- 
tribution is not used extensively for the distribution of candies, 
it is used considerably for the distribution of confectionery sup- 
plies. Figure 9 shows the dispersion of confectionery and confec- 
tionery supplies to be confined mostly to the territory within a 
750-mile radius of Chicago. The majority of the outbound ship- 
ments are of the less-than-carload variety. What few carload 
shipments there were went to other candy manufacturing or dis- 
tributing centers, practically all of such merchandise having origi- 
nated in Chicago. 

Figure 10, which shows the concentration of metal and metal 
products, indicates that the most important sources for this type 
of product are Chicago and the south-central and northeastern 
portions of the United States. The heavy concentration from the 
state of Tennessee is attributable to the shipments of an alu- 
minum plant at Alcoa, Tennessee. The concentration area in 
Oklahoma is largely the result of metal jar-top shipments to Chi- 
cago by a manufacturer of glass jars in that state. This latter 
company’s entire output is distributed through Chicago, being 
shipped thereto in carload lots and stored in public merchandise 
warehouses. Some of the product returns as far west as the point 
from which it originated when dispersed toward the consumer. 
Concentration from the East is the result of imports from abroad, 
receipts from eastern hardware manufacturing companies, and 
from reduction plants of the Aluminum Company of America. 
Figure 11 shows the wide dispersion of metal products from Chi- 


5 The dots on the map around Chicago refer to supplies originating within Cook 
County and the city of Chicago. 
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cago warehouses. Surplus production resulting from iron and steel 
manufacture within the Chicago area gives impetus to such wide 
dispersion. 

Figures 12 and 13 show the concentration of dry goods and 
clothing. It is noted that the bulk of concentration is from the 
states of Illinois, Indiana, and Wisconsin. Some silk goods are 
drawn from New Jersey and eighty-seven carloads of imported 








MERCHANDISE SHIPMENTS FROM C AGO 
ORY GOODS & CLOFHING 
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goods in bond from the east coast. The dispersion of dry goods 
and clothing follows the Mississippi Valley southward. There is a 
heavy shipment of burlap and gunny cloth to these sections, es- 
peciaJly in the more southern regions where such material is used 
in the baling of cotton. The distribution to the midwestern states, 
especially to the west of the Mississippi, is accounted for in sub- 
stantial amount by binder-twine shipments to grain-growing 
areas. 
CONCLUSIONS 

The supply area for all commodities entering Chicago public 

merchandise warehouses shows heaviest shipments from within 
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550 miles of Chicago. There is heavier concentration from the east 
of this area than from the west of it. The heaviest dispersion from 
Chicago warehouses takes place within an area of 750 miles from 
the city, with almost equal dispersion to the east and west of the 
area so determined. 

The great preponderance of shipments from Chicago ware- 
houses is of the less-than-carload variety, whereas a very large 
portion of the inbound shipments are carlot in nature. These facts 
indicate the nature of the transportation function being ren- 
dered by the public merchandise warehouse. 

The distribution and supply areas of a city’s merchandise ware- 
houses are largely dependent upon the proximity of the city to 
the production areas of the commodities involved, its tie-up with 
the national transportation system, and the local consumption of 
the commodities handled. 

The supply and distribution areas of Chicago public merchan- 
dise warehouses cannot be designated as exclusive areas for Chi- 
cago. For in so far as freight rates influence the terminal-market 
warehousing area, the net saving is the important consideration. 
The time element may be more favorable to one distributing cen- 
ter than to another which has a slight advantage in freight rates. 
Some producers may be located so favorably with regard to pro- 
duction costs that a high freight-rate expenditure can be ab- 
sorbed out of profits. Freight-rate differentials may be so con- 
structed as to allow several distributing centers to compete within 
the same areas. 











BOOK REVIEWS 


The Theory of Monopolistic Competition. By EDWARD CHAMBER- 
Lin. Cambridge: Harvard University Press, 1933. Pp. x+ 213. 
Here is a monograph which every serious student of economic theory 

should work through. It is an exploration into the neglected field of 

actuality which lies between the imaginary poles of pure competition 
and pure monopoly. Three characteristics of this field are recognized. 

The first of these, which may or may not be existent in a particular 

case, is a small number of sellers in a given market. The second and 

third, more widely pervasive, are the partial separation of the markets 
of individual sellers and the expenditure on selling activities. The 

author proceeds in the three major divisions of his book to evolve a 

theory of value which incorporates successively these three characteris- 

tics of our economic organization. 

In his treatment of a small number of sellers in a market, “oligo- 
poly” as he terms it, Professor Chamberlin examines the different solu- 
tions which have been proposed and shows the conclusions which fol- 
low from the various assumptions regarding the bases of action of the 
sellers. This section is very competently done, but is less significant 
than the subsequent chapters. 

The factors of differentiation which lead buyers to prefer the prod- 
ucts or services of particular sellers create partially separate market 
for these entrepreneurs. This means that the demand for the product 
of a particular business is not infinitely elastic and cannot be repre- 
sented by a horizontal straight line. Instead, each seller finds a sloping 
demand curve for his individual output and makes the usual monopolis- 
tic adjustments to maximize his profits. But if the field is open to new 
entrepreneurs abnormally large profits cannot be secured. The char- 
acteristics of equilibrium under monopolistic competition are found 
to be higher prices, higher costs, smaller total output, smaller firms, 
and a larger number of firms than under pure competition. Organiza- 
tion on such small and inefficient scale is the wasteful result of 
monopoly elements. 

Finally, selling costs are included in the description of equilibrium. 
The argument is then carried to the conclusion that monopolistic com- 
petition plus selling activity is apt to lead to a smaller size of firm than 
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would exist under pure competition and is certain to cause higher 
prices. The effect of selling and advertising superimposed on a status 
of monopolistic competition, however, will probably give rise to a 
larger size of firm but the effect on price is not determinate. 

The reasoning by which these and other conclusions are reached 
cannot be summarized within the scope of a review. The exposition is 
rather technical and implemented by numerous graphs. 

A few minor criticisms may be noted. On pages 12-14 the author is 
merely setting up a straw man in the form of a supply curve for a 
monopoly. On page go there is a disconcerting shift in the definitions 
of DD’ and dd’. In the comparison of urban-site rent and agricultural 
land rent the points of difference are overemphasized and the common 
elements inadequately recognized. On pages 183-84 Bowley’s func- 
tional relation between D, and D, does not seem to me to be properly 
interpreted. 

A more fundamental question arises with reference to the technique 
appropriate for dealing with advertising and selling costs. Such costs 
are defined as those which are incurred in order to shift the demand 
curve upward and to the right. The optimum expenditure on selling 
would obviously be for any quantity of sales that amount which would 
yield the highest net price after deducting the cost of selling. By treat- 
ing average selling cost as a deduction from price instead of as an 
addition to production cost the awkward techniques used by the author 
could have been avoided. 

Professor Chamberlin has demonstrated forcefully that pure ‘“com- 
petitive theory is unreal in large part because it fails truly to represent 
the forces at work in our economic system.” His pioneer efforts to 
integrate important monopolistic characteristics into a description of 
equilibrium constitute a significant contribution to value theory. But 
there remains much to be done in the improvement of techniques of 
analysis, their extension into other fields of theory, their application to 
problems of policy, and the simplification of the exposition for text- 


book purposes. 
THEODORE O. YNTEMA 
UNIVERSITY OF CHICAGO 


The Economics of Imperfect Competition. By JoAN ROBINSON. 
London: Macmillan & Co., Ltd., 1933. Pp. xii+352. $7.20. 
At last we have a treatise that will serve excellently as a text for 

schools of business that are enlightened enough to give their students 
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a considerable amount of training in cost-price theory. Heretofore, the 
available treatises and texts dealt with cost-price problems primarily 
on the assumption of perfect competition. Although it was realized 
that such an analysis did not adequately portray the conditions of the 
business world, it was only in the periodical literature on economics 
that hints were given as to how this analysis should be changed to fit 
more accurately the important cost-price problems of the business 
world of today. Then came along Edward Chamberlain’s treatise on 
the Theory of Monopolistic Competition. And now we have Mrs. Joan 
Robinson’s more adequate treatise, The Economics of Imperfect Com- 
petition. 

Cournot, Edgeworth, Marshall, Pigou, Sraffa, Shove, Houghteling, 
Harrod, Robertson, Young, Schumpeter, Taussig, E. A. G. Robinson, 
Robbins, Viner, J. M. Clark, Schneider, Zeuthen, and others have all 
dealt with phases of the problems involved in a general cost-price 
theory based on the assumption of imperfect competition. But no one 
attempted to bring the various strands together and build a value theory 
on the basis of conditions of imperfect competition or monopolistic 
competition until these two treatises appeared. 

Mrs. Robinson’s book displaces to a considerable extent the theory 
of perfect competition from its central position in value theory and 
elevates to much greater prominence the theory of monopoly. She de- 
velops the subject by first giving the reader an adequate presentation 
of the technique involved. For purposes of solving actual business cost- 
price problems this technique is from many viewpoints too simple, 
but it serves most satisfactorily for the usual purpose of an economics 
or a business student, that of getting an understanding of the analytical 
tools needed. Then the theory of value is developed from the view- 
point of the individual firm considered as a monopolist. This approach 
affords an excellent analysis of the conditions of equilibrium of a single 
firm and of an industry under imperfect competition. In addition, the 
book presents a comparison of corresponding equilibrium conditions 
under perfect competition and under monopoly. It contains, also, il- 
luminating sections on the very important subject of price discrimina- 
tion and on the individual buyer or “monopsonist.” The remaining 
third of the treatise deals primarily with the problems involved in the 
pricing of a factor of production. Here an exceptionally competent 
exposition of the marginal productivity theory and of the demand for 
a factor of production by a single firm and by an industry is presented. 
It should be indicated that this book is fully as noteworthy for its 
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contributions to technique of economic analysis as it is for its contribu- 
tions to value theory. The technique used is primarily geometrical. 
And save perhaps for the work of Auspitz and Lieben, there is no other 
work in economic theory that indicates as clearly as does Mrs. Robin- 
son’s the usefulness to business men as well as to economists of simple 
plane curves in analyzing economic and business problems. The strate- 
gic curves with which the problems in the book are solved are: (1) 
the demand or average-revenue curve, (2) the corresponding marginal 
revenue curve, (3) the average cost curve, and (4) the corresponding 
marginal cost curve. The output at maximum profit is determined by 
the point of intersection of the two marginal curves. This, of course, 
is simply a geometrical representation of an equation which Cournot 
wrote long ago. But, heretofore, these analytical tools were not as 
effectively used as they are in Mrs. Robinson’s book. 

Although the method throughout the book is abstract and highly 
simplified, the answers to important problems conditioned upon rigid 
assumptions, and the language very seldom the accounting language 
of the businessman, Mrs. Robinson’s treatise is by far the most impor- 
tant single “box of tools” for the analysis of economic and business 
problems now available between two covers of a book. Although more 
can and should be done along the lines of Mrs. Robinson’s treatise 
even on the basis of our present knowledge, this book is recommended 
highly to all students of economics and business. It will aid greatly in 
solving the all-important business problems involved in and based on 
the functional relations of physical output, costs, and prices. And it 
not only contributes considerably to economic theory, but, above all, 
makes available useful economic theory to students in schools of busi- 


ness. 
S. H. NERLOVE 
UNIVERSITY OF CHICAGO 


How Banks Buy Bonds. By BERNHARD OSTROLENK and A. M. 

Massie. New York: Harper & Bros., 1932. $3.00. 

The book concerns the bond portfolios of commercial banks, for both 
secondary reserve and investment. Part I emphasizes the relation of 
the bond account to bank liquidity and safety and reviews, in a vivid 
way, the recent collapse of bond prices in terms of the shifting invest- 
ment activities of commercial banks and of the effects of the decline 
upon their financial condition. 

Part II is an analysis (“empirical study”) of the composite bondhold- 
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ings of several banks located in various parts of the country. The price 
behavior of the various classes of bonds in the account is examined for 
the period 1929-32. Investment characteristics of typical bonds repre- 
senting various grades of safety and liquidity are discussed in terms of 
their suitableness for commercial banks. Suggestions of key tests of in- 
vestment quality are offered. 

Part III, based upon Parts I and II, suggests a general approach to 
the problem of building and managing at commercial bank’s bond ac- 
count. The influence of such factors as the ratio of bank plant and 
equipment to net worth, of the ratio of deposits to net worth, of the 
probable range of fluctuation of deposits and of bond prices is con- 
sidered in terms of the requirements for liquidity, safety, and earning- 
power in the bond portfolio. The suitableness of various types and 
maturities of bonds is analyzed in terms of the varying conditions sur- 
rounding banking operations. The principles laid down are highly con- 
servative. The book closes with a hypothetical calculation of the net 
profit a bank could expect to earn if it followed the principles laid down 
by the authors and with some basic recommendations relating to re- 
form of the banking laws. 

The authors are to be congratulated upon their contribution to a 
phase of banking which has been subject to little exploration. Their 


attitude is scientific throughout. 
S. P. MEECH 


UNIVERSITY OF CHICAGO 


Financial Policies of Public Utility Holding Companies. By MER- 
WIN H. WATERMAN. Ann Arbor: University of Michigan. 
School of Business Administration, Bureau of Business Re- 
search, 1932. Pp. 186. $1.00. 

This is a study of five public utility holding corporations selected in 
terms of availability of comparable data, diversity of situation, policy, 
and practice. These units are chiefly gas and electric holding companies 
with properties in the United States. The period covered is 1925-29 
inclusive. 

The procedure followed involved rather detailed analyses of the his- 
tories, policies, and practices of each company, a cross-section analysis 
of policies and practices to facilitate judgment of their soundness, by 
comparison and contrast. After a brief examination of the organiza- 
tion and physical set-ups of the selected units, the author passes judg- 
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ment upon the operating economies of the holding-company device, 
from a general-management point of view with incidental considera- 
tion of the social aspects of the case. His analysis strikes the reviewer 
as somewhat lacking in evidence and not necessarily a part of his thesis. 

Thereafter, financial policies alone are discussed. Financial struc- 
tures and methods of raising capital, use of earnings, dividend policies, 
are examined. Conclusions concern the relative merits of parent and 
subsidiary financing, mortgage versus debenture financing, stock versus 
bond issues, the uses of privileged subscriptions, stock dividends, cus- 
tomer ownership, and alternative methods of security distribution. 

Ratio analysis of comparative consolidated financial statements is 
employed throughout the study to demonstrate trends and relation- 
ships between companies. The author recognizes the limitations of his 
evidence, particularly of his ratio evidence as well as of the ratio meth- 
od itself. 

The study is a very useful contribution to this subject despite its 
limitations. Investors, bankers, financial executives, and students 
should read it very carefully. 

S. P. MEECH 


UNIVERSITY OF CHICAGO 


Shorter Hours: A Study of the Movement since the Civil War. By 
MArRIon Cotter CAHILL. New York: Columbia University 
Press, 1932. Pp. 300. $4.50. 


The expressed purpose of this survey of the methods by which hours 
of work have been reduced since the Civil War was to discover a basis 
of estimating the possibilities of further reduction in the near future. 
Attention is given only to so-called direct methods, legislative action, 
trade-union action, and voluntary action by employers, although, in 
passing, the author recognizes that more general social and economic 
conditions have been a factor. The bulk of the treatise is a chronologi- 
cal account of reductions effected by these so-called direct methods. 

The results of the study are disappointingly trite to the author— 


and to the reviewer. 
R. W. STONE 


UNIVERSITY OF CHICAGO 
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World Social Economic Planning; The Necessity for Planned 
Adjustment of Productive Capacity and Standards of Living. 
The Hague, Holland: The International Industrial Relations 
Association, 1932. 2 vols., pp. 935. $2.50. 


The present volumes bring together a number of the papers on eco- 
nomic planning which were read before the World Social Economic 
Congress of the International Industrial Relations Association. This 
Congress, which was held at Amsterdam in August, 1931, sought to 
unite “leaders of business and labor, economists, management engi- 
neers, and representatives of governmental activities to seek for a 
sound basis of cooperative, constructive effort toward a planned devel- 
opment of productive capacity and standards of living.”” The meetings 
were attended by delegates from twenty-three countries. Among the 
American participants were Mary Van Kleeck, Edward A. Filene, 
Louis L. Lorwin, Rudolf Broda, H. S. Person and Joseph P. Chamber- 
lain. 

From the first page of the discussions to the last, the embryonic 
state of world-economic planning is apparent. Free-lance economists, 
liberal capitalist reformers, trade-union executives, Fabians, Marxian 
socialists, and thoroughgoing communists set forth their ideas in pro- 
fusion. A number of the speakers were content to describe existing 
planning practices in their own country; others sought to suggest blue- 
prints for a world-system. Though Mary Van Kleeck has attempted 
in an elaborate summary to unify the mass of ideas presented at the 
gathering, she has, on the whole, failed in her purpose. The key to this 
failure is given in her concluding remarks: 


No one questioned the social, ethical, and economic obligation to find a 
way out. The main differences of view centered in the need for a larger 
measure of control and its practicability to bring about a more balanced 
production in relation to consumption; and still more divergent were the opin- 
ions as to the scope of such control, and the means of establishing it, whether 
by a basic change in ownership, involving the whole institution of private 
property and profits;or by a gradual transformation of economic practices and 
policies, with an experimental attitude toward changes in industry and gov- 
ernment. Moreover, some believed that economic cooperation must precede 
change in present political policies, while others maintained that rational 
international relationships in production and commerce could not be 
achieved until political action was taken on the problems left by the last war, 
and security established against another breakdown of the world’s peace. 
Still others believed that both political and economic measures are necessary, 
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since the outstanding political problems today have economic implications 
and results, while politics are influenced by economic considerations 
National planning was more clearly envisaged than world planning, which 
hovered like a will-o’the-wisp before the Congress, eluding concrete expres- 

That a world plan for production and consumption could be 
established now, was not demonstrated. 


The sponsors of the Congress felt that the value of their gathering 
lay largely in the impetus it gave toward “a new awareness of historical 
trends toward world unity.”’ Hope was expressed that researches might 
be conducted which would give a world-view of the earth’s resources. 
Suggested initial projects were in the field of prices and outputs of raw 
material and food supplies in international commerce. 

Perhaps the most important contribution at the Congress was the 
discussion of the operation of economic planning in the Soviet Union by 
V. V. Obolensky-Ossinsky, member of the Institute of Economic Re- 
search of the State Planning Commission. Mr. Obolensky-Ossinsky set 
forth the great difficulties of introducing economic planning under 
socialist auspices. He asserted that the contradictions within the capi- 
talist system make impossible the successful use of this instrument in 
non-socialist areas. 

In the light of the divergent economic and political ideas of the 
nations of the world, the effort of the well-meaning sponsors of the 
International Industrial Relations Association appears somewhat uto- 
pian. Probably the Congress had value for certain of its participants. 
Possibly it will be the forerunner of many future meetings to discuss 
social economic planning. Still, such discussions are at the moment 
little more than a graceful gesture by liberal groups, disturbed by the 
tragedy of world-chaos, disagreed as to the way out, and, what is worse, 
powerless to effect any economic reform on which they might center. 


CoLston E, WARNE 
AMHERST COLLEGE 








